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Firm X seemed to prosper from its very 
beginning. There was an and 
continuing demand for its products. Its 
factory was well-directed, well-equipped, 
efficiently operated. 

ee ee Orders came pour- 
ing in, and the increased volume of business 
necessitated expansion. More modern ma- 
chinery was added to the plant ... new mod- 


ern methods of production were introduced. ‘ 


Today Firm X is out of business. True, sales 
were soaring to an all-time high, but oper- 
ating costs outstripped them .. . dragged the 
firm below the “break-even point” before 
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COMMENT AND OPINION 


Queen’s University 

| yee OVER a quarter of a century 
what has come to be known as 
“the Queen’s Course” has been in 
operation. It was in 1921 that a 
special committee of the Ontario Insti- 
tute, under the chairmanship of the late 
George Edwards, considered exhaustively 
the whole question of the technical edu- 
cation of chartered accountant students 
and that the decision was reached, after 
much deliberation, to establish official 
courses of instruction. Several means of 
providing this instruction were consid- 
ered but finally the correspondence 
method was chosen as the one appropri- 
ate where instruction was to be combined 
with practice and students were scattered 
in different centres. It was considered 
advisable that the services of a university 
should be enlisted for this work and the 
choice fell upon Queen’s University 
which had pioneered in the provision of 
extra-mural instruction by correspond- 
ence and had established a School of 

Commerce and Administration in 1919. 
The preparation of 26 lessons for 
primary, intermediate and final students, 
respectively, was made the joint respon- 
sibility of the University and an Institute 
committee of practising accountants, 
which was under the chairmanship of the 
late J. B. Robertson and whose members 
included A. B. Shepard, H. A. Shiach 
and K. A. Mapp. In January, 1922, the 
lists were opened and some 280 students 
registered for instruction. The Course 


was expanded in 1923 by the addition of 
a second year of instruction for final 
students and in 1935 (by a reorganization 
to conform with the new examination 
syllabus) it emerged in its present form 
as a 5-year course — 1 year primary, 2 
years intermediate and 2 years final. The 
instruction material has been subjected to 
continuous revision in detail and to oc- 
casional comprehensive revision of sub- 
stance, the latter always by the University 
in collaboration with the Board of In- 
struction of the Ontario Institute. 

The number of students registered in 

the courses fluctuated in the years 1922 to 
1936 between 200 and 300; in the years 
1937 to 1944 between 300 and 450. In 
1945, with the return of the first vet- 
erans, registrations rose to 500. In the 
years 1946, 1947, 1948 and 1949 they 
mounted to the astronomic figures of 
886, 1,098, 1,213 and 1,243, respective- 
ly, so that during the present year the 
University has the task of correcting and 
criticizing some 32,000 individual exer- 
cises. 
This scheme for the instruction by 
correspondence of thousands of prospec- 
tive chartered accountants over the years 
represents a great experiment with which 
the Ontario Institute may feel reasonably 
satisfied as it surveys the attempts of 
other professional bodies in this coun- 
try and abroad to solve the problem of 
how best to combine academic instruction 
with practical experience in an office. 

Queen’s University, which has played 
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so large a part in the experiment, has 
now launched a campaign to increase its 
endowment (the income from which at 
present covers only 20 per cent of the 
University’s expenditures as compared 
with the 30 per cent which is regarded 
as the mini~um margin of safety for a 
university) by $2 millions. If there 
exists a chartered accountant who in his 
student days had an exercise graded “D” 
when it merited an “A” rating, he now 
has an opportunity of heaping coals of 
fire upon his oppressor by repaying op- 
pression with generosity. 

We commend this cause to all those 
who have received a most valuable edu- 
cation at a very modest cost. These 
beneficiaries are now spread across Can- 
ada from coast to coast and a number are 
in the United States. Subscriptions on a 
cash or pledge basis should be mailed 
directly to the University. 


Terminology 


Wt GIVE free reproduction to the 
following advertisement culled 
from The Globe and Mail of a recent date 
just in case it may be understood, or even 
find a claimant among our readers. 


Georce Banks’ JupictaL Factor 


In the Action of Multiplepoinding 
raised in the Court of Session, Edinburgh, 
Scotland, by Charles Hinton Burrows, 
Chartered Accountant, Edinburgh, as Ju- 
dicial Factor on the estate of the late 
George Banks, 11 Roxburgh Street, Edin- 
burgh, the following Interlocutor has 
been pronounced, viz.: 

“11th February, 1949. Lord Strachan 
for Lord Guthrie. 

“The Lord Ordinary finds the pursuer 
and real raiser liable in once and single 
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payment only of the fund in medio: 

Holds the condescendence annexed to the 

Summons as a condescendence of the fund 

in medio; Appoints the dependence of 

the action to be advertised once in each 
of the following newspapers, viz.: ‘Globe 
and Mail’, Toronto, Canada; ‘Birming- 
ham Post’, Birmingham; ‘Daily Province’, 

Vancouver, British Columbia, Canada; 

‘Scotsman’ and ‘Glasgow Herald’, and 

appoints all parties claiming an interest 

in said fund to lodge their condescend- 
ences and claims on or before 31st May, 

1949.” 

(Sgd.) “J. Frederick Strachan”. 
of all which intimation is hereby made. 
KEIR, MOODIE & CO., S.S.C., Solici- 
tors for the Pursuer and Real Raiser. 

1 Leopold Place, Edinburgh 7. 

14th February, 1949. 

Frankly, we think that this sort of 
thing is ridiculous. The intention is, we 
are told, to find claimants for an estate. 
When they are to be advertised for in 
a foreign country, the language used 
should be that of the country in which 
the notice is to appear. We wonder if 
the maker of the “interlocutor” (we 
thought this word had something to do 
with a minstrel show) really thinks that 
this is fair notice to any Canadian. 

The only justification for our raising 
this point is that a chartered accountant 
seems to be involved in it. Ordinarily, 
a chartered accountant should not lend 
his name to a statement which cannot 
reasonably be expected to be understood 
by a reader to whom it is directed. We 
had to ask a solicitor if this notice was 
something which should be of personal 
concern to us. 

Scottish accounting publications, please 


copy. 





To the New C.A’s. 


By Donald McKenzie McClelland, F.C.A. 
(Consultant to Price, Waterhouse & Co., 


Toronto) 


Some timely tips 
to those launching their careers 


A’ THE beginning of this century 
prosperous conditions ruled in Can- 
ada following the Boer War, and in 
fact American farmers were crossing the 
line to settle in our Dominion. Specula- 
tion was rampant, call money was loaned 
at 7% and 8% and living costs were 
low. There was no income or sales 
taxes. However, partly under the influ- 
ence of an urge to roam, and being some- 
what discouraged with my progress and 
prospects, chiefly because of the inade- 
quate salaries which were paid to ac- 
counting students in Toronto in those 
early years, I resigned my position with a 
Toronto firm of chartered accountants 
and secured one in the Chicago office of 
the firm of Price, Waterhouse & Company 
with whom I have been most happily 
associated for practically all of my pro- 
fessional life, firstly as a member of the 
staff and for 34 years as a partner, until 
June, 1948 when I retired and became a 
consultant to the firm. 

My engagement in Chicago in 1902 
was based on a commencing monthly sal- 
ary of $100 which at that time I thought 
was a really handsome income. During 
my nearly 8 years in Chicago I passed the 
final examination of the Ontario Institute 


and well recall how proud and happy I 
was to receive my C.A. certificate which 
was issued in 1906. 


Today’s Graduate 


You graduate students today are in 
much the same position that I was in 
1906 as a senior in our Chicago office. 
From time to time opportunities occurred 
to enter the service of corporations at a 
considerably higher salary than I was re- 
ceiving. However, I was most happy in 
my work and associations and had great 
confidence in the future of the account- 
ing profession. I wavered in this atti- 
tude, however, in March, 1910 when I 
was offered a position as comptroller of 
a large American steel company, and 
came face to face with your problem of 
today, i.e. of deciding whether I should 
continue in public accounting or enter 
industry. It was a difficult problem for 
me because the salary offered by the cor- 
poration was nearly three times what I 
was receiving as a junior manager or 
supervisor. I discussed the matter with 
my principals and when one of them sug- 
gested that the firm had been considering 
the opening of a branch office in Toronto 
and were prepared to offer me the ap- 


Address to the graduating class of the Institute of Chartered Accountants of Ontario, 
February 3, 1949, Toronto. 
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pointment as manager of it, I did not 
hesitate one moment in refusing the post 
with the corporation and thereupon re- 
turned to Canada in the spring of 1910 
and opened the Toronto office for our 
firm. 

My experience in establishing an ac- 
counting business in Toronto was ac- 
quired under favourable auspices. Our 
firm had already 2 or 3 permanent audit- 
ing appointments and these, with others 
which shortly came to the office, provided 
good backing and I never resorted to 
solicitation of work; in fact, my instruc- 
tions from London were to bend my ef- 
forts towards doing good work and that, 
if I followed this course, new work 
would come to the office from time to 
time. I realize that it would have been 
much more difficult for me had I not had 
the support of our associated firms which 
even in those days were well established 
in Great Britain and the United States. 


During the nearly 39 years that I have 
been practising in Toronto, many prac- 
tising firms have been established by 
graduates of the Ontario Institute. So 
far as I know, most of them have been 
successful, and today the large and small 
firms are, I believe, experiencing a sure 
and steady growth which affords splendid 
opportunities for progress to those who 
are really interested in accounting as a 
profession, and are prepared to give it 
the best that is in them. 


Growth of Profession 


The earliest statistics which I have been 
able to secure from The Dominion As- 
sociation of Chartered Accountants of 
the practising membership are as of 
August, 1910, at which time, I am in- 
formed, there were 256. As of May, 
1948 there were 1,984 practising mem- 
bers (out of a total membership of 
3,434) made up as follows: 
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Practising in home province 

Employed in home province— 
practising members 

Practising elsewhere 


This remarkable growth in a period of 
about 38 years speaks for itself. 


An accounting writer has suggested 
that the practice of a profession requires 
a highly personal (professional) attitude 
of mind and that there is something 
highly personal about the professional 
function at its best. The American In- 
stitute of Accountants has, I understand, 
spent 5 years and $100,000 in efforts to 
develop scientific tests with which to un- 
cover specific accounting ability and tem- 
perament or the lack of it. I do not, of 
course, know the volume of accounting 
fees across the Dominion, but I would 
hazard a guess that it would be far more 
than $7,000,000 in a year. The grow- 
ing importance of the services of account- 
ants is being recognized by governments, 
finance and industry and the public gen- 
erally, and I do not doubt but that, for a 
time, the profession of public account- 
ing will grow relatively faster than the 
the population. 

Acquire Experience 

I realize, of course, that the early 
stages in commencing an accounting 
practice in Canada today are difficult, and 
therefore it is essential that before taking 
the step the young chartered accountant 
should consider and review his possible 
connections in the first year or two. Pre- 
vious to taking this step, however, I think 
that graduates should, if possible, con- 
tinue with the firms with whom they have 
qualified, for the purpose of enlarging 
their experience. As with all profes- 
sions, there is no substitute in account- 
ing for experience, and therefore I urge 
the view that you should spend another 





To the New C.A.'s 


3 to 5 years in public accounting, and 
then make your decision as to what 
branch of accounting you intend to fol- 
low. The field may perhaps be divided 
into at least 3 branches: 


(1) Create your career with the firm 
of chartered accountants with whom you 
qualified. Under this head, I would say 
that, inasmuch as the practice of most ac- 
counting firms has grown steadily, the op- 
portunities for the best men have never 
been greater than they are today. This is 
perhaps a sweeping statement, but I am 
sure it is true that practising firms today 
are all on the look-out for the best men 
who may be said to be, “partnership ma- 
terial”. 


(2) If you should have one or two 
probable audit appointments in view and 
the prospect of others, continue on with 
your present firm or another firm to add 
to your practical experience, and, depend- 
ing on your age and financial condition, 


then make the break and hang up your 
shingle as a practising chartered account- 
ant or join someone else in the adventure, 
preferably one who has some established 
clientele. 

(3) Frequently chartered accountants 
marry when they are quite young and in 
such cases it may well be that the hurly- 
burly of a public accountant’s career does 
not fit in too well with a home life. In 
such cases the best advice I can offer is to 
remain in public accounting for a further 
short period of years and then to accept 
a comptrollership in a well established 
corporation. 


Requisites to Success 

I will do no more than touch on some 
of the important matters which chartered 
accountants should keep before them. 
Technical skill probably comes first, and 
can only be acquired by lengthy study 
and experience. Hard work in specific 
studies is necessary to fit a man for his 


calling. You should aim at perfection, 
although in most things it is unattainable, 
but to succeed a man should have “good 
character, initiative, firmness, steadiness, 
and intrepidity with an exterior modesty 
and seeming diffidence’. An auditor 
must modestly but resolutely assert his 
tights and privileges. If you would 
please, persuade and prevail in your pro- 
fession you should exercise the greatest 
care in the selection of language for your 
reports. It is a great advantage to, if 
necessary, force yourself to take a keen 
interest in each assignment that comes to 
you. In your relations with your clients 
you should firstly be natural, i.e. your- 
self, and you should resolve never to say 
the most common things but in the best 
words you can find and in the best utter- 
ance. 


Lord Chesterfield states that “virtue 
and learning like gold have their intrinsic 
value, but if they are not polished they 
lose a great deal of their lustre”. The 
practising chartered accountant should 
keep ently in his mind the benefits 
to himself to be obtained by adhering to 
a high standard of ethics, which means 
rules of conduct as recognized in certain 
limited departments of human life. The 
dictionary defines ‘‘casuistry” as “that 
part of ethics which resolves cases of 
conscience applying the general rules of 
morality to particular instances, which 
discloses special circumstances or con- 
flicting duties — often applied to a quib- 
bling or evasive way of dealing with 
difficult cases of duty”. My purpose in 
mentioning this point is that in the 
practice of public accountancy it is some- 
times difficult to deal clearly and ade- 
quately with borderline situations under 
which sometimes pressure might be 
exerted to influence the use of expres- 
sions which convey only part or half- 
truths. For many years I have had 
hung on the wall of my private office a 
quotation from the judgment of Lord 
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Blackburn in the case of Smith v. Chad- 
wick (9 App. Cas. 187), which reads as 
follows: 
If with intent to lead the plaintiff to act 
upon it, they put forth a statement which 
they know may bear two meanings, one 
of which is false to their knowledge, and 
thereby the plaintiff putting that mean- 
ing on it is misled, I do not think they 
can escape by saying he ought to have 
put the other. If they palter with him 
in a double sense, it may be they lie like 
truth; but I think they lie, and it is a 
fraud. Indeed, as a question of casuistry, 
I am inclined to think the fraud is ag- 
gravated by a shabby attempt to get the 
benefit of a fraud without incurring the 
responsibility. 
Importance of Independence 
In an accountant’s relations with 
clients it is, I think, of major importance 
to be independent, by which I mean to 
have no other connection with the matter 
in hand than that of account or auditor. 
I am in favour of the point of view, 
particularly under the regulations of the 
American Securities and Exchange Com- 
mission, whereby practising certified pub- 
lic accountants are referred to as “‘inde- 
pendent accountants”. There may be 
some difference of opinion in the profes- 
sion on this question, but based on my 
experience I want to emphasize the point 
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that auditors of companies should have 
no material financial interest in the com- 
panies. By “material” I do not mean 
material in relation to the capital of the 
company, but material in relation to the 
financial position and condition of the 
auditor. 


People generally have a favourable 
opinion of chartered accountants. There- 
fore I urge the importance of the profes- 
sional attitude towards his work and his 
relations with clients and fellow prac- 
titioners. The rules of professional con- 
duct are pretty well laid down in writing 
and I will not dwell upon them, but I 
should like to say that one of the most 
important features in the careers of 
chartered accountants is their relation- 
ship with their fellow accountants in 
their own profession. Accountants 
should be most careful of criticisms of 
fellow practitioners and in that connec- 


tion I quote from one of Shakespeare's 
plays: 


Who steals my purse steals trash 

‘Twas something, ‘tis nothing 

‘Twas mine, ‘tis his, and has been slave 
to thousands; 

But he that filches from me my good 
name 

Robs me of that which not enriches him 

But leaves me poor indeed. 


Public Relations 


pone PRESIDENT’S message to the 
Pennsylvania Institute of Certified 
Public Accountants, reproduced in The 
Spokesman, January 1949, under the title 
“You may be interested to know” has 
one most useful paragraph,— 
That [our] Committee on Public Re 
lations asks that any member giving a 


talk on a subject of public interest— 
called newsworthy by the papers—please 
submit to the chairman a high-light sum- 
mary—must be very short—which can be 
used as a basis for a press release. We 
have been missing opportunities to pub- 
licize the portion of our work in which 
the public is really interested. 





Income Tax Revision In the United States 


By Norris Darrell 


(Partner in Sullivan & Cromwell, 
Attorneys-at-Law, New York) 


One of America’s foremost tax authorities outlines the 


legislative 
livered to 


rocess of tax changes. 
e second Conference of the Canadian Tax 


An address de- 


Foundation at Ottawa, November 22, 1948 


ESPITE the differences between 

your laws and procedures and 
those of the United States, you may be 
interested, because of the close bond 
between our respective countries, in a 
general discussion of the legislative 
process in income tax revision in the 
United States, the contributions by in- 
dividuals and organizations outside the 
government, the progress since the war 
and the further progress likely to be 
made, and some of the ultimate long- 
range objectives. I shall speak, of 
course, only of the Federal income tax. 


Legislative Process in the United States 


At the outset, something should be 
said about the legislative or govern- 
mental process involved in Federal in- 
come tax revision. Under our system 
the executive branch of the government 
prepares the budget, but the responsi- 
bility for revenue measures rests di- 
rectly in the Congress, although it cus- 
tomarily calls upon the executive 
branch for advice and suggestions. 
Under the Constitution all bills for 
raising revenue must originate in the 
House of Representatives but the Sen- 
ate may propose amendments. As a 
practical matter, however, the amend- 
ments proposed by the Senate are often 


so substantial as to amount almost to a 
new measure. After both Houses of 
Congress have acted on a piece of legis- 
lation, it is referred to a Conference 
Committee made up of representatives 
of both Houses for the purpose of iron- 
ing out differences. When this has 
been done and the bill is passed by 
both Houses, it is referred to the Presi- 
dent for approval or veto. If he vetoes 
it, it can become law only if the veto is 
overruled by a two-thirds vote of each 
House. 

In the House of Representatives jur- 
isdiction over revenue matters is vested 
in the Committee on Ways and Means 
consisting of 25 members, of which 
15 are from the majority party and 10 
from the minority. In the Senate 
jurisdiction is vested in the Committee 
on Finance consisting of 13 members, 
of which 7 are from the majority and 6 
from the minority. It is the custom of 
both Committees to hold public hear- 
ings with respect to measures under 
consideration, of which more will be 
said later. The proceedings at these 
hearings are subsequently printed. In 
reporting tax measures to their respec- 
tive Houses both of these Committees 
ordinarily submit carefully prepared 
written reports which serve as a guide 
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to the Treasury in drawing regu- 
lations under the legislation if it is en- 
acted and to the Courts in interpreting 
it. 


In 1926 there was established a Joint 
Committee on Internal Revenue Taxa- 
tion, consisting of 10 members, 5 from 
each of the above House Committees 
(3 from the majority party and 2 from 
the minority) which is presided over, in 
rotation, by the Chairman of one or the 
other of the two House Committees. 
The Joint Committee has its own per- 
manent staff, and its function is to in- 
vestigate the operation and administra- 
tion of the Federal tax system, to in- 
vestigate measures and methods for 
simplification of internal revenue taxes, 
particularly the income tax, to make 
such other investigations with respect 
to such taxes as it may deem necessary, 
and to report thereon from time to 
time to the Congress and its Commit- 


tees. During recent years, particularly 
at the present time, this Committee has 
engaged quite actively in income tax 
revision studies and in revising, in con- 
junction with the legislative drafting 
bureau and the Treasury experts, pend- 
ing tax revision legislation which will 


be referred to later. In this connec- 
tion, it has solicited the views and as- 
sistance of individual specialists, pro- 
fessional organizations and others in 
the hope that the needed technical stat- 
utory improvements may be made in 
the best form. 


The Executive Branch 


In the executive branch of the gov- 
ernment tax matters are in the charge 
of the Secretary of the Treasury, legis- 
lative matters being handled in his of- 
fice and administrative matters being 
handled in the Bureau of Internal Rev- 
enue which is under his general super- 
vision. The Treasury Department main- 
tains a permanent staff, larger than that 
of the Joint Committee, to engage in 
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tax revision studies, both technical and 
economic, and to assemble materials on 
the basis of which Treasury recommen- 
dations to Congress are made. During 
the past two years, the Treasury has re- 
leased a series of studies concerning 
various aspects of post-war tax revision. 
These studies on the whole consist of 
factual and analytic information with 
little in the way of policy recommenda- 
tions. They deal with corporate tax 
structure, including the problem of 
eliminating double taxation of corpor- 
ate income, consolidated corporate 
tax returns and the tax on intercor- 
porate dividends, with loss carry-overs, 
with special relief in the taxation of 
small business, with the question of 
taxation of farmers’ cooperative asso- 
ciations, with individual income tax 
exemptions, with the treatment of fam- 
ily income, with the treatment of 
earned income, with the treatment of 
pensions and annuities, and other mat- 
ters. The degree of influence of the 
Treasury Department upon the Con- 
gress in respect to tax legislation has 
naturally varied from time to time, the 
Congressional prerogative being more 
jealously guarded when there is a dif- 
ference between the political allegiance 
or the economic outlook of the execu- 
tive branch and the majority in Con- 
gress. The Treasury of course prepares 
and promulgates regulations under tax 
statutes, but it is required to publish 
all proposed new regulations in an of- 
ficial publication and, in order that 
there may be an opportunity for public 
comment, it cannot adopt them until 
30 days thereafter. 


Contributions by Private Citizens 

So much for the legislative or gov- 
ernmental process in income tax re- 
vision. What part is played by indi- 
viduals and organizations outside the 
Government? Because of the useful 
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functioning of your own organization 
in this field, I suppose this question 
might be of particular interest to you. 

Undoubtedly substantial contribu- 
tions to income tax revision come from 
sources outside the government. But 
these contributions are on different 
levels and are of varying degrees of im- 
portance. 

For example, both the Treasury and 
the Joint Committee during recent 
years have utilized in an informal way 
small committees of specialists — both 
lawyers and accountants — as technical 
advisors and consultants on specific 
problems. Not long ago the Ways and 
Means Committee appointed a commit- 
tee made up of lawyers, businessmen, 
an economist, a representative of a far- 
mers’ cooperative organization and a 
representative of labor, commonly re- 
ferred to as the Magill Committee af- 
ter its Chairman, to advise it on 
changes which should be made in the 


first post-war tax revision bill. This 
Committee, which was widely publi- 
cized, filed a written report over the 


dissent of the labor member. These 
are illustrations of direct contributions 
by individuals, although their effective- 
ness can rarely be seen or measured. 
Public Hearings 

As already mentioned, both of the 
Congressional Committtees concerned 
with taxation customarily hold public 
hearings, open to anyone, regarding 
pending tax legislation. These hear- 
ings, though held in a political atmos- 
phere, are important and frequently in- 
fluence the action taken. Individual 
complaints are aired by Congressional 
constituents who seek special relief. 
Many business, legal, accounting and 
labor organizations regularly file care- 
fully prepared statements and send rep- 
resentatives to testify. Some organiza- 
tions, notably the American Bar Asso- 
ciation, keep in close touch and work 
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Mr. Norris Darrell, partner in 
the distinguished law firm of Sul- 
livan & Cromwell of New York, 
is a member of the council and 
executive committee of the Am- 
erican Law Institute and of the 
federal income tax committee of 
the American Bar Association. 
An adviser to Governor Dewey 
on New York tax problems on 
several occasions, Mr. Darrell was 
also at one time a member of an 
income tax advisory committee of 
the United States Treasury. He 
is a prominent lecturer on taxa- 
tion and has written extensively 
on the subject. 


actively with Congressional and Treasury 


officials in between times in further- 
ance of approved objectives. For 
example, a committee of the Section on 
Taxation of the American Bar Associa- 
tion bore a large part of the burden in 
working out the compromise with the 
community property states, to which I 
shall later refer, which enabled the 
Revenue Act of 1948, with its income- 
splitting provisions, to be passed. And 
that Association, as well as other pro- 
fessional associations, has been in active 
consultation with the Chief of Staff 
of the Joint Committee in connection 
with the technical tax revision bill now 
under consideration. These are illus- 
trations of direct contributions by pro- 
fessional, business and labor organiza- 
tions. 
Private Agencies 

On another and less direct and tech- 
nical level are the studies and reports 
that have been made by several private 
agencies. During the war much 
thought was given to the kind of post- 
war tax system we should have. Sev- 
eral post-war fiscal programs were pro- 
posed, some sponsored by business, 
some by labor and some by founda- 
tions. The better known ones were 
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well financed, staffed and publicized. 
They include those known as the 
C.E.D. Plan (prepared by a business 
group known as The Committee for 
Economic Development); the Twin 
Cities Plan (prepared by a business 
group in Minneapolis and St. Paul); 
the Ruml-Sonne Plan (prepared by a 
committee of the National Planning 
Association); the plan of The Commit- 
tee on Post-War Tax Policy (prepared 
by a committee of lawyers, account- 
ants and economists with foundation 
support); the Pierson Plan (prepared 
for a labor group); and the Hansen and 
Perloff Plan (prepared by economists). 
The general objective of these plans 
was not modest; it was to obtain high 
employment and maximum production, 
maintain the private enterprise system, 
encourage investment of venture cap- 
ital, balance the budget and reduce the 
national debt. Tax and relief meas- 
ures were discussed and recommenda- 


tions made in furtherance of these ob- 


jectives. Consideration was given to 
such matters as tax rates, exemptions, 
earned income credits, averaging of 
fluctuating annual incomes, carrying 
over of losses, treatment of capital 
gains and losses, the double taxation 
of corporate profits, the penalty tax on 
unreasonable accumulation of corpor- 
ate profits, practices in respect to 
depreciation allowances, the taxation 
of family income, income tax exemption 
of state and municipal bonds, etc. Most 
of the plans agreed that something 
should be done to eliminate or minimize 
the double taxation of corporate earn- 
ings and to solve the closely related prob- 
lem of taxing undistributed corporate 
earnings. Most favored special benefits 
to small corporations, especially new en- 
terprises, and some wanted greater free- 
dom in taking depreciation allowances. 
There was a difference of opinion regard- 
ing our system of taxing capital gains 
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but most favored a reduction in the 
higher bracket individual tax rates in the 
interest of incentives, and elimination of 
our present Federal income tax exemp- 
tion for interest on bonds issued by 
states and municipalities. Naturally, 
there were differences in viewpoint as to 
tax rates, particularly between the busi- 
ness and labor spokesmen. Some of the 
recommendations in these plans, which 
of course dealt also with other taxes than 
the income tax, have already been 
adopted, including the elimination of the 
wartime excess profits tax, the capital 
stock tax and the declared value excess 
profits tax and, more recently, equaliza- 
tion in taxation of family income. How 
influential these studies will eventually 
prove to be, in so far as their long-range 
recommendations are concerned, still re- 
mains to be seen. Unfortunately, we 
have not yet reached that post-war peace- 
time economy upon which these recom- 
mendations were largely predicated. 


Institutes and Associations 


Another type of contribution to tax 
revision is the informational or educa- 
tional type of service that is rendered by 
such organizations as The Tax Institute, 
Inc. and The National Tax Association, 
which through research, institutes and 
symposiums, the proceedings of which 
are usually published, seek to spread 
knowledge of tax facts and of the im- 
pact of taxation before the public. 

Finally mention should perhaps be 
made of a Federal income tax project re- 
cently undertaken by the American Law 
Institute. This organization, which is 
made up of a selected body of represen- 
tative practising lawyers, professors and 
judges from throughout the United States, 
has achieved a singular reputation ovér 
the years due to its success in restating the 
law on various substantive subjects. At 
the informal suggestion of the Chief of 
Staff of the Joint Congressional Com- 
mittee, and with the unofficial approval 
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of other principal Congressional and 
Treasury officials concerned with taxa- 
tion, the Institute has undertaken, with 
the financial aid of a charitable founda- 
tion and the technical assistance of a 
small group of lawyers and professors, to 
study the income tax structure and draft 
a new income tax statute that will co- 
ordinate the present statute with the sub- 
stantive body of tax common law that 
has been developed, that will be clearer 
and more certain in its application and, 
so far as possible, simpler than the pres- 
ent statute and that will be less suscep- 
tible to repeated patchwork amendment 
than the present one. It is hoped to com- 
plete the undertaking or a major portion 
of it within three years. Major policy 
questions will be avoided, the project 
being essentially a technical one. How 
useful the effort will prove to be cannot 
of course be foreseen. 


Progress Since the War 


We have thus far reviewed in general 
the legislative or governmental process 
in income tax revision in the United 
States and the manner in which contri- 
butions thereto are generally made from 


outside the government. Let us now 
look at what has actually been achieved 
since the close of the second World War. 

At the close of the war our Federal 
tax system included (in addition to gift 
and estate taxes, excise taxes on certain 
items and miscellaneous other taxes) an 
individual income tax with graduated 
rates running up to a maximum effective 
rate for normal tax and surtax of 90%, 
a corporate income tax of 40% on in- 
comes over $50,000 and a graduated cor- 
porate excess profits tax with a maximum 
rate of 95%, the top effective rate for 
the two corporate taxes being 80%. In 
1945, effective in 1946, the corporate ex- 
cess profits tax was repealed and a gen- 
eral reduction of 5% was made in the 
individual and corporate income tax. No 
general income tax revision on a technical 
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level had been made since 1942 when 
widespread relief and loophole-closing 
changes were made in recognition of the 
need for greater tax equity as tax rates 
rose. This was the situation at the end 
of 1946. 

It had been widely hoped that a basic 
attack upon the problem of income tax 
revision might be made immediately 
after the war when income tax re- 
duction would be in order and import- 
ant revisions could be made in the tax 
structure, even though they involved rev- 
enue losses. Unfortunately, this hope 
for the most part has not been fulfilled. 
Our failure to make further progress in 
post-war income tax revision is doubtless 
due in large measure to the continuing 
cold war and to the interplay of party 
policies in the United States. 


That 80th Congress 

With a Democratic President and a 
newly elected Republican majority in 
Congress at the beginning of 1947, there 
promptly arose a conflict over the “what” 
and “when” of further income tax re- 
duction and revision. In fulfillment of 
campaign pledges the Republican major- 
ity in Congress, with the support of a 
substantial number of conservative Dem- 
ocrats, felt that in the interest of the econ- 
omy a substantial reduction in the war- 
time income tax on individuals should 
first be made, to be followed by a care- 
fully considered technical tax revision 
act. The Administration, on the other 
hand, took the position that in the light 
of budgetary requirements and inflation- 
ary conditions it was not the time for in- 
come tax reduction and that any such re- 
duction should await a thorough over- 
hauling of the income tax system. 

The very first bill introduced in the 
House of Representatives upon the con- 
vening of the Eightieth Congress in Jan- 
uary, 1947 was a tax reduction measure 
sponsored by the Chairman of the Ways 
and Means Committee. In general, this 
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bill provided for a 20% reduction in in- 
dividual income taxes — 101/4,% on in- 
come above $300,000 — and for an ad- 
ditional credit of $500 for persons over 
65. This bill, modified so as to give a 
higher percentage reduction in the low- 
est brackets, change the percentage in cer- 
tain other brackets and postpone the ef- 
fective date from January 1 to July 1, 
1947, was passed by the Congress with 
both Republican and Democratic votes, 
and was promptly vetoed by the Presi- 
dent, June 16th, as the wrong kind of 
tax reduction at the wrong time. The 
next day the House of Representatives at- 
tempted but failed to override the veto. 
Undaunted, the Chairman of the Ways 
and Means Committee immediately intro- 
duced another tax reduction bill with the 
same text as the vetoed bill, except for 
advancing the date for tax reduction to 
1948. This likewise was passed by both 
Houses but was again vetoed by the 
President. Searching for a bill that could 
command sufficient votes in the Congress 
to override a Presidential veto, the Chair- 
man of the Ways and Means Committee 
introduced in December, 1947 a bill 
which finally did become law on April 2, 
1948 over. the Presidential veto. It was 
called the Revenue Act of 1948 and ef- 
fected a reduction in individual income 
tax for 1948, and later years through 
modified percentage tax reductions, in- 
creased exemptions including special 
$600 exemptions for persons over 65 and 
for the blind, and the so-called split in- 
come provision for married couples. 
Thus, though in effect thrice vetoed, the 
last time as “‘a reckiess disregard for the 
soundness of our economy and the fi- 
nances of our Government’, income tax 
reduction was finally effected in 1948. 
The inclusion of the so-called split in- 
come provision probably secured the 
necessary votes to override the veto. 
Split Income 
The split income provision permits a 
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husband and wife to file joint returns and 
pay taxes of twice the amount that would 
be payable on one-half the combined net 
income. Its purpose was not so much 
to provide a tax saving for married 
couples through giving them the benefit 
of lower surtax brackets, but it was at 
long last to equalize the tax burdens of 
such couples in states which followed the 
common law system and in those which 
for historical or other reasons had 
adopted the civil law community prop- 
erty system under which the wife has a 
legal interest in her husband's earnings. 
The Supreme Court had held that the 
husband could not be taxed on the share 
of his earnings which belonged to his wife 
under community property law. In com- 
mon law states, on the other hand, the 
husband’s earnings were taxable to him 
irrespective of anticipatory assignment 
thereof to his wife, and this meant that 
his income attracted higher surtax 
brackets than if it were divided with his 
wife with each paying taxes at surtax 
rates applicable to half. Efforts by the 
Treasury some years ago to solve the 
problem by attempting to have the Su- 
preme Court decision overruled by legis- 
lation, or by requiring the income of 
spouses to be combined for surtax pur- 
poses through mandatory joint returns, 
had gained insufficient support. Mean- 
while, to the 8 original community prop- 
erty States, there were added 5 States— 
Oklahoma, Oregon, Nebraska, Michigan 
and Pennsylvania — which adopted the 
community property system largely, if not 
solely, to reduce taxes for their residents, 
and other States seemed about to follow 
if the step became necessary. So drastic 
a change in local laws closely affecting 
personal relationships should not, it was 
argued, be forced upon common law 
States as a remedy for a defect in the 
Federal tax structure. An appealing so- 
lution was found in the provisions for 
split income, coupled with split estates 
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and gifts, also provided for in the Rev- 
enue Act of 1948, which entailed elim- 
ination of certain objectionable 1942 
gift and estate tax amendments for the 
repeal of which the community property 
interests had been clamoring. 

Revision of the Act 


While the battle over immediate tax 
reduction was going on, the Ways and 
Means Committee, determined to follow 
income tax reduction with a general rev- 
enue revision act, continued its work on 
that subject. Departing from precedent, 
it appointed the advisory committee of 
private individuals to which I have re- 
ferred. It requestec the Treasury De- 
partment to submit its recommendations, 
and the Treasury submitted preliminary 
lists of some 49 matters which it thought 
required legislative attention. After nu- 
merous meetings with the staff of the 
Joint Committee and with Treasury rep- 
resentatives in executive session, the 
Ways and Means Committee, through its 
Chairman, in the latter part of May 1948 
introduced a general revenue revision bill 
containing some 80 sections of which 
some 50 pertained to the income tax 
structure. This bill, which was consid- 
ered only the first step in general income 
tax revision, was limited in scope in that, 
although it dealt with some major revi- 
sion problems, it was restricted to those 
having little effect upon the revenue and 
was essentially a patchwork job. Its pur- 
pose was stated to be to remove inequi- 
ties, eliminate uncertainties, prevent tax 
avoidance, simplify the tax system, mod- 
erate certain harsh provisions and provide 
increased incentives to management and 
venture capital. Its sponsors had hoped 
the bill would become law before ad- 
journment of the Eightieth Congress but, 
though it was passed by the House, it 
was not reached by the Senate before ad- 
journment last summer. 

Thus, general income tax revision was 
postponed to 1949. By special legisla- 
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tion, however, one step was taken in 
1948. There was a legislative overruling 
of the Supreme Court decision in the 
Dobson case, in which the high court at- 
tempted to force the Federal appellate 
courts to follow almost automatically the 
fact findings of the Tax Court and to be 
guided generally by its informed views. 
A proposal to change the legal status of 
the Tax Court from that of an adminis- 
trative agency to that of a Court of rec- 
ord failed of passage chiefly because of 
a controversy over whether accountants 
should be permitted to practise before 
such a court. 
Future Prospects 

As we have seen, the post-war period 
had witnessed a running battle between 
Congress and the Administration over in- 
come tax reduction, with little being ac- 
complished in the way of income tax re- 
vision except through the income-split- 
ting provisions. Meanwhile, to the sur- 
prise of nearly everyone, the Republican 
Party, as is said in Washington, snatched 
defeat from the jaws of victory, and the 
Democratic President was not only re- 
elected but he was given a Democratic 
Congress with which to work. What are 
the prospects for income tax revision 
within the near future? 

It seems reasonably clear that some sort 
of a technical tax revision bill will be 
passed during the coming year, but the 
new measure is likely to be watered down 
and perhaps toughened up, especially in 
so far as special tax relief provisions are 
concerned, as compared with the pro- 
posed 1948 tax revision act. The Treas- 
ury was opposed to some of the provi- 
sions in that measure and its views are 
likely to have greater weight in the com- 
ing Congress. However, a good many 
of the Treasury ions were em- 
bodied in the 1948 bill. The Staff of 
the Joint Committee on Internal Revenue 
Taxation is going forward with its ef- 
forts to perfect and expand the bill and 
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to receive criticisms and suggestions for 
improvements therein and additions 
thereto from outside sources, in the be- 
lief that the next Congress will want to 
act on it promptly. The nature of this 
measure may therefore be of interest to 
you. 

It is of course impractical on this oc- 
casion to attempt to discuss the bill in 
detail. There are numerous highly tech- 
nical changes too colorless to mention. 
There is an attempt to rewrite in a less 
complicated way the provisions regard- 
ing taxation of incomes of estates and 
trusts. There is an increase from $75,- 
000 to $200,000 in the amount of any 
over-assessment of tax which must be re- 
ported to the Joint Congressional Com- 
mittee before refund can be made. There 
is an elimination of the necessity of an 
oath to tax returns and the substitution of 
mere signature with a declaration under 
penalties of perjury. There are special 
relief provisions applicable in limited sit- 
uations running from a provision which 
allows deduction of expenses of disabled 
persons for transportation to and from 
work—a provision doubtless influenced 
by a Tax Court decision in a hardship 
case involving one of our former asso- 
ciate lawyers—to a provision which ex- 
tends the very favorable benefits of per- 
centage depletion even beyond granite 
and tripoli to marble. And there are 
other changes of a more substantial na- 
ture. Some idea of these latter may be 
gathered from a brief reference to a few. 


Interest Factor in Annuities 


Under present law, we arbitrarily as- 
sume in the case of annuities that a por- 
tion equal to 3% of the total premiums 
paid represents the interest factor and we 
tax that much of each annual annuity 
payment, treating the balance as a return 
of capital until cost is recovered. Dur- 
ing recent years, this formula has been 
much criticized as arbitrary, unrealistic 
and unfair to taxpayers. In the proposed 
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bill, the annuity provisions are rewritten 
and a new formula substituted which is 
designed to tax only the actual annual 
interest factor until cost is recovered. In 
computing the annual exclusion for cost 
recovery, total cost is prorated over the 
estimated life of the annuity. The Treas- 
ury appears to be in agreement with this 
change. 

The tax treatment of payments made 
by the surviving partners on death of a 
partner has long been the subject of liti- 
gation and uncertainty. The bill at- 
tempts to clear up the confusion by pro- 
viding in substance that, where current 
partnership earnings are used to pay off 
the interest of a deceased partner in other 
than tangible firm assets, such earnings 
shall not be included in the surviving 
partners’ distributive shares of the firm 
income but shall be included in the in- 
come of the deceased partner's estate. 
The Treasury did not oppose this pro- 
vision. 

Under present law, net operating losses 
of a business may be carried back two 
years and then forward two years. And 
in calculating the amount to be carried 
forward the benefit of certain exclusions 
and deductions generally available is de- 
nied. The bill proposes to substitute for 
the future a carry-back for one preceding 
year and a carry-over for five succeeding 
years and to allow the exclusions and de- 
ductions now denied in the carry-over. 
The Treasury has said it is opposed to 
this latter change, but it does not oppose 
the period of the proposed carry-back and 
carry-over. 

Undistributed Income of Corporations 

Prior to 1921, our law provided for 
taxing the stockholders on undistributed 
corporate income which is accumulated 
for the purpose of enabling them to 
avoid surtaxes which they would pay if 
the corporate income were currently dis- 
tributed as dividends. Fearful of the 
constitutionality of that method of treat- 
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ment, Congress in 1921 changed the stat- 
ute so as to substitute a penalty surtax 
on the corporation itself if it accumulates 
income for such purpose. Certain pre- 
sumptions were created in favor of the 
Commissioner, and a heavy burden of 
proof rests on the taxpayer once the 
Commissioner in his discretion asserts the 
tax. Though the tax has not actually 
been widely enforced, business men have 
been highly sensitive over the threat of 
the Commissioner's axe. It is proposed 
in the new bill to shift the burden of 
proof from the taxpayer corporation to 
the Commissioner if the taxpayer, once 
the question is raised, files a statement 
of reasons for its accumulation, but to 
shift it only to the extent the taxpayer 
continues to rely upon the stated reasons. 
It is proposed also to exclude long-term 
capital gains from the operation of the 
section and to permit dividends paid 
within the first 75 days of the succeeding 
year to be taken into account. The 
treasury is opposed to this weakening 
of the law, particularly the shift in 
burden of proof. 

There has been much litigation during 
recent years over the liability for corpor- 
ate income tax where a sale of corporate 
assets is negotiated and the corporation 
is then liquidated and the sale effected by 
the stockholders. The government claims 
—and it has had considerable success— 
that not only do the stockholders have a 
capital gains tax on the liquidation but 
the corporation also owes a tax as though 
it had sold the property. It is proposed 
to solve this problem by permitting a cor- 
poration to sell its entire assets without 
tax (except on stock in trade) if the cor- 
poration is promptly liquidated com- 
pletely. The Treasury has opposed this 
provision. 


Employee Stock Purchase Options 


The tax treatment of employee stock 
purchase options has been a most trouble- 
some problem for years. The Courts in 
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the past have in general undertaken to 
determine from the facts whether the 
option was intended as compensation. In 
determining the intent, the relationship 
of market price to option price at the 
time of granting of the option was norm- 
ally deemed an important factor unless 
an intent to compensate was otherwise 
clear. If compensation was intended, 
the employee was held to have received 
taxable compensation upon exercise of 
the option in the amount of the excess in 
value of the stock at that time over the 
option price; otherwise, he had no tax on 
exercise of the option, his only tax being 
a capital gains tax if he sold at a profit 
the stock taken up. Not long ago, rely- 
ing on language in a comparatively recent 
Supreme Court decision, the Treasury an- 
nounced a new rule for employee stock 
options granted after that decision, name- 
ly, that in every case where an option to 
purchase its stock is given by a corporate 
employer to an employee by virtue of 
the employment relationship, the em- 
ployee will be deemed to receive compen- 
sation upon exercise of the option to the 
extent the value of the stock at that time 
exceeds its purchase price. The bill pro- 
poses to clarify the law on this subject by 
adopting the Treasury rule but affording 
relief chiefly in the form of special 
capital gains tax treatment — which the 
Treasury opposes — for employee incen- 
tive options granted by corporations un- 
der certain prescribed conditions. The 
option price must be at least 90% of fair 
market value when the option is granted, 
the option must run for no more than ten 
years, it must be non-transferable, it must 
be approved by the stockholders and the 
employee and his family must not own 
when the option is granted more than 
10% of the employer's stock. 


Family Partnerships 
Another subject of much recent liti- 


gation is the recognition for tax purposes 
of family partnerships. As the result of 
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recent Supreme Court decisions, such 
partnerships have been widely attacked, 
and unless ether membeis of his family 
contribute vital services or capital orig- 
inating with them, the income is taxed 
to the husband even though a valid part- 
nership under state law exists between 
them. While it is no longer of great 
importance in view of income splitting, 
the bill proposes to clarify the law on 
this subject. The Treasury disagrees 
particularly with its retroactive feature. 
Under present law, a domestic cor- 
poration which owns a majority of the 
voting stock of a foreign corporation 
from which it receives dividends is 
deemed, for purposes of the foreign tax 
credit, to have paid the same proportion 
of the foreign income taxes paid by such 
foreign corporation as the dividends re- 
ceived bear to the total profits upon 
which the foreign tax was based. In the 
interest of foreign investments, it is pro- 
posed to widen this provision—apparent- 
ly with Treasury approval—to confer its 
benefits wherever a domestic corporation 
owns any stock of a foreign corporation. 


The foregoing should be sufficient to 
illustrate the sort of substantive changes 
which Congress is expected to consider 
when the bill is presented to it early next 
year. One further contemplated change 
should be mentioned since it deals with 
non-resident aliens. It is proposed par- 
tially to change the provisions of the 
statute which exempt non-resident alien 
individuals not engaged in trade or busi- 
ness in the United States from capital 
gains tax. It is proposed that such a non- 
resident alien individual who is present 
in the United States for a period or 
periods aggregating less than 90 days 
during the year should be subject to a 
30% tax upon the net gains realized by 
him from sales or exchanges effected 
within the United States during his pres- 
ence there. If he is present in the United 
States for more than 90 days during the 
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year, then he is to pay the 30% tax upon 
his entire net gains from sales or ex- 
changes effected within the United States 
during the year. For this purpose, no 
distinction is drawn between long-term 
and short-term capital gains. This 
amendment of course would not apply 
where it would be contrary to an existing 
treaty obligation, such for example as 
Article VIII of the existing Canadian 
treaty. 
Impending Changes 

Thus far I have spoken only of pros- 
pective changes on a more or less tech- 
nical level. What is in store on a top 
policy level? Further tax reduction seems 
unlikely in 1949, unless it be in the low- 
est individual income tax brackets. On 
the other hand, an increase in individual 
income taxes is unlikely, except possibly 
in the higher brackets. A corporate tax 
increase is much more likely, but this will 
depend upon budget requirements. 
Funds may well be needed to finance fur- 
ther foreign aid, stepped-up defense and 
the expanded social program which the 
President has promised. During his re- 
cent battle with Congress the President 
urged a $40 per capita cost-of-living 
credit in lieu of percentage reductions, 
in order that the bulk of the relief might 
go to persons in the lower brackets of 
income. He twice urged reenactment of 
a modified corporate excess profits tax 
to offset any tax reduction granted indi- 
viduals, and such tax may well be re- 
sorted to as our expenditures mount and 
additional funds are required. However, 
since the new Chairmen of the tax com- 
mittees of the two Houses of Congress 
are both on record as opposed to a peace- 
time corporate excess profits tax, and 
there are others in Congress and the 
Treasury of like mind, it would not be 
surprising if, in the end, any additional 
revenue requirements, apart from in- 
creased social security taxes, are largely 
met by an increase in the corporate tax 
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rate. There is unofficial talk in Wash- 
ington today of covering by new taxes 
amounts running from 2 billion to over 
4 billion. Corporate taxes yielded 9.8 
billion in the fiscal year ended June 30, 
1948, and corporate earnings during the 
current calendar year are said to be run- 
ning some 4 billion higher than during 
1947. 
Ultimate Objectives 

It is evident that we are still a long 
way from the thorough-going sort of 
post-war tax revision generally hoped 
for. Perhaps we must content ourselves 
with the thought that this will come 
when a true peacetime economy is more 
neatly in sight. When that time comes, 
and revenue requirements permit, we may 
reasonably expect some of the more basic 
changes, involving reduction in revenue 
collections, which most students of taxa- 
tion agree should be made in the income 
tax. These include matters of the sort 
mentioned earlier as recommended in the 
post-war tax programs of private agen- 
cies, including such matters as the elimin- 
ation of the double tax burden on cor- 
porate income, the averaging of fluctu- 
ating incomes, etc. There is, however, 
no clearly defined program for this as 


yet. 

Whether or not it will ever be possible 
to abandon the course we have long been 
following of making annual and even 
more frequent piecemeal or patchwork 
amendment of the income tax statute may 
be susceptible to dispute. But there is 
considerable feeling that at least an at- 
tempt should be made at a thorough-go- 
ing rewriting and overhauling of the 
basic statutory structure on a long-range 
basis in the interest of greater clarity, 
certainty and permanence. Our present 
statute was last completely renovated 
about a quarter century ago. During the 
nineteen thirties the emphasis of amend- 
ments was chiefly upon closing loop-holes. 
In the 1942 amendments, as is also true 
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of the bill now under consideration, the 
emphasis was more on taxpayer relief. 
The statute and our experience under it 
may well by now have matured sufficient- 
ly to justify a fresh and thorough-going 
review. 
Simplification of Tax System Unlikely 
The thought that by doing this we may 
once again have a really simple tax stat- 
ute which all may read and understand 
has a glimmering nostalgic appeal. But 
it is much more likely that the American 
income tax statute will continue to ex- 
pand in bulk as time goes on. In a tax 
system covering a complicated and elab- 
orate society such as the American, it is 
difficult to attain clarity and certainty of 
application, and at the same time draw 
fine lines in the interest of greater equity, 
without detailed definitions, distinctions, 
qualifications and exceptions of many 
sorts. The general approach has been 
and will probably continue to be toward 
greater statutory particularity, and hence 
greater statutory complexity. This is 
partly because of Congressional hesita- 
tion over giving too much discretion to 
the tax administrator and partially be- 
cause, in our large and populous country, 
one cannot easily go in to see the tax 
administrator and work out with him 
informally, as I understand is frequently 
possible in Canada, the tax treatment of 
unusual transactions. 


How helpful further statutory particu- 
larity will really prove to be is another 
matter. Our Courts have gone far in 
applying the doctrine that the statute 
must not be interpreted literally but in 
the light of and in order to effectuate the 
overriding Congressional purpose. As 
has often been said, a thing within the 
letter of the statute may be declared not 
governed by it because not within its 
spirit or the intention of its makers. A 
tule such as this, whether healthy or not, 
will continue to produce uncertainties un- 
less the statute can be so drawn as to pre- 
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face any highly technical language with 
a clear statement of the underlying Con- 
gressional principle and objective. Un- 
less this can effectively be done, the re- 
cent extra-judicial lament of a distin- 
guished Federal judge who has had much 
to do with taxation — Judge Learned 
Hand — will continue to strike home: 
In my own case the words of such an 
Act as the Income Tax, for example, 
merely dance before my eyes in a mean- 
ingless procession; cross-reference to 
cross-reference, exception upon exception 
—couched in abstract terms that offer 
no handle to seize hold of — leave in 
my mind only a confused sense of some 


Know Your Man 


The Canadian Chartered Accountant, April, 1949 


vitally important, but successfully con- 
cealed, purport, which it is my duty to 
extract, but which is within my power, 
if at all, only after the most inordinate 
expenditure of time. I know that these 
monsters are the result of fabulous in- 
dustry and ingenuity, plugging up this 
hole and casting out that net, against all 
possible evasion; yet at times I cannot 
help recalling a saying of William James 
about certain passages of Hegel: that 
they were no doubt written with a pas- 
sion of rationality; but that one cannot 
help wondering whether to the reader 
they have any significance save that the 
words are strung together with syntac- 
tical correctness. 


Or Some Personal Aspects of Auditing 


or. NOTES are addressed mainly 
to those unfortunate young articled 
clerks who have been pitchforked from 
school — where they have been sixth- 
formers and consequently as divine as 
the Mikado — into a position where 
they are regarded as the lowest form 
of human life. 


Face To Face With A Client 


If you are in such a position you will 
one day find yourself face to face with 
a client. In that moment you will have 
to forget the low opinion of yourself to 
which you have become forcibly accus- 
tomed, and maintain the dignity of the 
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profession in your own person. What is 
the secret of success? 

There are many secrets; but one shines 
above all the others. Treat your client 
as you would a human being. This form 
of flattery is amazingly successful. 

Taking this as a general modus 
vivendi, let us consider other useful hints, 
varying with the type of individual one 
encounters. 

Your senior will say to you: ‘Simpkins 
—I want you to pop around to Heavy 
Industries Ltd. and get on with some 
casting of the bought journal. I'll be 
with you in a few minutes. Just ask for 
Mr. Goodfellow.’ 


Reprinted by permission from The Accountant, 18 September, 1948. 
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Don’t believe it! Your senior will not 
join you until after lunch. He has im- 
portant matters to discuss with other 
seniors, and he wants you out of the way. 
The international rugger teams will be 
criticised scornfully until eleven o'clock 
coffee which will be swallowed hastily 
untii eleven forty-five, and a few odd 
jobs will absorb the time until one 
o'clock. 

Therefore, hint number two — be pre- 
pared! You are on your own now. 

How will you announce yourself? This 
will occupy your mind during the whole 
of your journey. ‘I am Mr. Simpkins.’ 
That will convey nothing. ‘I am Mr. 
Simpkins from Hellow, Wellcome and 
Wynott’, or just ‘I am the auditor.’ 
Somehow, at the age of seventeen, it re- 
quires courage to walk into the offices of 
a million-pound concern and say ‘I am 
the auditor.’ 

Actually, you rush up the steps, trip 
over a filing cabinet, go very red in the 
face, and mutter, ‘Mr. Goodfellow’ at 
irregular intervals, until the bewildered 
clerk ushers you into the appropriate of- 
fice. 

Now let us assume that Mr. Good- 
fellow is the stern type, with thin grey 
hair, ascetic features and a stiff upper 
lip. 

On Being “Mistered” 

He is never impolite. He addresses 
you as Mr. Simpkins. He knows that you 
are still enthralled at being called ‘Mr.’, 
and hopes to put you off your guard. 

‘How do you do, Mr. Simpkins? What 
can I do for you?’ You sense, at once, 
by the tone of his voice, that he is quite 
sure that nothing can be done for you. 

‘I just want to check a few casts,’ you 
Say quite casually. ‘Can you spare the 
bought journal ?” 

‘The bought journal,’ he repeats, with 
an appearance of genuine concern. 
“Which would that be?’ 
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You are now in the presence of the 
oldest gag in the profession. He knows 
exactly which book you require, but it 
is called the ‘purchase day book’ or ‘in- 
voice summary’ or even ‘bought journal’ 
until the moment you make your inquiry. 

Never attempt to find a suitable de- 
scription. Mr. Goodfellow has been 
dealing with young auditors for nearly 
forty years, and attempts to outwit him 
are doomed ab initio. The following 
advice will save you embarrassment and 
probably set you on the high road to a 
career of great promise and respect- 
ability: Ask for the cash book. 

The Ubiquitous Cash Book 

It may surprise you, but every concern 
has a book described as the ‘cash book’. 
It will vary considerably with each type 
and size of business. It may have very 
little bearing on the transactions for cash 
which have taken place; in fact, the more 
liquid the transaction, the less likely is 
it to appear in the cash book. It is 
sometimes a glorified journal, such as was 
once devised for the relief of unemploy- 
ment in solicitors’ offices; and it will 
often be found to be the receptacle for 
much-treasured newspaper cuttings, tea 
stains, previous auditors’ thumb prints, 
and — O rara avis! — occasional art 
studies. Whatever its nature, a cash 
book will surely exist. 


Now for the difficult type: the middle- 
aged, jovial, open-hearted Mr. Smailes. 
With this client it is more important to 
use that ‘skill, care and caution’ with 
which every auditor is so familiar. 


It is possible that when you arrive he 
will pretend not to have heard the in- 


troduction. He will look up with a 
happy smile and say: ‘Ah! There you are, 
Smithers. Take this letter round to the 
Kingston Cotton Mills Co. There's no 
reply.’ Then he will look down at his 
work and apparently forget you. 
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There is no certain method of dealing 
with this situation. One young articled 
clerk replied to the effect that he had 
come about the cash deficit, whereupon 
the accountant took a revolver out of a 
drawer and shot himself. The clerk re- 
ceived promotion and a promise of part- 
nership, but as his premium had been 
spent and the firm had to file its peti- 
tion, his ready wit remained unrewarded. 
Altogether, this method is best described 
as unreliable. 


Always Carry Cigars 

Assuming that he has resisted this 
temptation, Mr. Smailes will invite you 
to work in his office until your senior 
arrives. He is a great wit, and requires 
someone on whom to practise. He will 
wait until your hand slides towards your 
pocket to bring out the cigarette you are 
dying for, and then produce his own 
with a flourish. He will make a half- 
hearted gesture towards you and then 
take a cigarette himself, remarking: ‘Of 
course, a young fellow like you won't 
have started smoking yet!’ The only 
reply to this is to produce two large 
black cigars and offer him one. 

By following these few words of ad- 
vice you should be able to establish 
friendly and confident relations with 
most accountants. 
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But don’t be too confident. There are 
pitfalls. 

There was once an auditor who was 
happily discussing technical matters with 
the accountant, and bringing to the fore 
every scrap of knowledge he possessed 
in order to prove that he was no tyro, 
when he leaned backwards, waved his 
hand nonchalantly to emphasize a point, 
and disappeared under the table; from 
which position he found himself defining 
the significance of the Lobitos Oil case, 
in splendid isolation. The accountant 
had imagined he was waving good-bye, 
and left the room. 

Avoid such pranks — they play havoc 
with professional decorum and dignity. 

One final word about over-confidence. 
If you must give way to it, always have 
a ready answer. One day you may ar- 
rive at a client's office at ten-thirty and 
have the misfortune to meet the senior 
partner of your firm on the doorstep. 
It is fatal to blush and stammer. Just 
raise your hat politely, conceal the title 
of the novelette you are carrying, and 
say: ‘Good morning, sir. Aren’t we late 
this morning!’ 

It never fails to produce results. 


(All the characters referred to in this 
article are fictitious.) 


Accounting for the Affairs of an 
Importing Trader 


N INTERESTING article by George 

C. Claghorn, C.P.A., under this title 
appears in the Journal of Accountancy, 
February, 1949. In addition to methods 
of keeping accounts, Mr. Claghorn deals 
briefly with methods of financing. Some 


explanation of the use and procedures of 
contracts for the purchase of foreign ex- 
change for future delivery would have 
been an appropriate and useful addition 
to this section. 





improvements In Financial Reporting 


By Clem L. King, B.Com., C.A. 


(Director of Research, The Dominion 
Association of Chartered Accountants) 


To what extent have reporting practices been influenced 
by Bulletin No. 1 of the D.A.C.A. Accounting and 
Auditing Research Committee? 


ys OCTOBER 1946 the Committee on 
Accounting and Auditing Research 
issued its first bulletin, A Statement of 
Standards of Disclosure in Annual Fin- 
ancial Statements of Manufacturing and 
Mercantile Companies, which it hoped 
would offer a guide to members and 
others interested in financial reporting. 
As stated in the Preface to Bulletins, 
under the same date and revised in June 
1948, bulletin number 1 was based upon 
the “best of accepted practice” and the 
anticipation was that in those cases where 
the disclosures on the financial statements 
were not up to the standards set out in 
the bulletin, efforts would be made to- 
wards improvement. 

Any substantial improvement of this 
nature cannot be expected to occur over 
the space of only one or two years, and 
pethaps it is better that change be by 
evolution rather than revolution. In 
order to ascertain whether or not any 
change in the standards of reporting was 
taking place an analysis was made of 
the published financial statements of 100 
companies with years ending between 1st 
April 1947 and 31st March 1948 and 
this was compared with the analysis of 
the statements of the same 100 companies 
for the preceding year. Statements of 


banks, insurance companies, trust and in- 
vestment companies, transportation com- 
panies and government owned companies 
were not included in the group. The 
statements represent a reasonable cross- 
section of Canadian publicly owned com- 
mercial and manufacturing companies. 

As intimated above, it would not be 
reasonable to anticipate a substantial im- 
provement in the course of one year. It 
is thought, however, that the following 
will indicate a definite improvement in 
the standard of financial reporting. While 
the whole of the credit cannot be at- 
tributed to bulletin number 1 of the 
Research Committee, it is, I think, fair 
to assume that it has had some influence 
for the better. 


Inventories 
In respect of inventories, the recom- 
mendation of the Committee is: 

The basis of pricing of inventories 
should be clearly disclosed. It is desir- 
able that (a) if any reserve is deducted 
from inventory value the amount should 
be shown separately; and (b) if the basis 
of valuation has been changed from that 
of the previous year this should be dis- 
closed together with the effect of the 
change. 

Of the 100 statements reviewed, two 
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did not show any figure for inventories 
in either year. In 1946-47 there were 
three instances in which no basis of val- 
uation was set out whereas in 1947-48 
there were only two such instances. 

In the latter period 83 of the com- 
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panies gave a clear statement of the 
method of valuation accorded inventories 
while in the former period only 77 pro- 
vided such a statement. The descriptions 
or the effect of the wording used were 
as follows: 


Statements covering years ending in 1946-47 


(a) lower of cost or market 
(b) 
(c) 
(d) 
(e) 
(f) 
(g) 


cost 

cost, not in excess of market 
market 

selling price, less mark-up 
base stock for part of inventory, 
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lower of cost or market—cost on a LIFO basis 


lower of cost or market for remainder 


In 1946-47, 18 companies and in 
1947-48, 13 companies set out a basis 
of inventory valuation, but the termin- 
ology used could not be said to provide 


a clear disclosure of the basis of valua- 
tion. The terminology in these cases was 
as follows: 


Statements covering years ending in 1946-47 


(a) cost or lower 
(b) 
(c) 
(d) 
(e) 
(f) 


cost less reserve 


average cost or under 


In the 1946-47 period 29 companies 
indicated that a reserve for inventory 
valuation had been deducted in determin- 
ing the net value to be accorded to the 
inventory but only 4 companies showed 
the amount of the reserve. In the 1947- 
48 period 30 companies indicated that 
a reserve had been deducted but 8 com- 
panies showed the amount of such re- 
serve. 

In 75 cases in the 1946-47 period and 
77 in the 1947-48 period it was stated 
that the inventories were as determined 
and certified by the management, or 
words to that effect. 


at or below cost, which is below market 
not in excess of the lower of cost or market 


7 


approximate cost, not greater than market 


Marketable Securities 
In respect of marketable securities, the 
recommendation of the Committee is: 


These should include only securities 
which are capable of reasonably prompt 
liquidation within the present plans of 
the company, and which represent more 
or less temporary investment of surplus 
funds. The basis of the carrying value 
of these securities—say, cost—should be 
stated as well as the quoted market value. 
The term “at book value” should be 
avoided. 
Of the statements reviewed, 73 in 
1946-47 and 57 in 1947-48 showed 
marketable securities. Of these, 35 in 
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1946-47 and 26 in 1947-48 set out the 
basis of the carrying value as well as 
the market value. 20 and 18 respectively 
showed the market value but gave no 
indication of the basis of the carrying 
value on the books. 7 and 5 companies 
respectively did not provide information 
as to carrying value or market value. The 
remaining 11 and 9 companies set out 
the basis of the carrying value but did 
not give any indication of market value. 


Accounts Receivable 


In respect of accounts receivable the 
recommendation of the Committee is: 


These should be segregated so as to show 
separately ordinary trade accounts, instal- 
ment accounts (if substantial), advances 
owing by officers, directors, shareholders 
and employees, amounts due from af- 
filiates, and other unusual items of sub- 
stantial amount. If the reserve for doubt- 
ful accounts is not shown separately it 
should be indicated in parenthesis or 
otherwise that such a reserve has been 
deducted. 


In each year only one company had no 
accounts receivable. In 1946-47 16 com- 
panies set out the allowance for bad debt 
losses as a separate deduction from the 
receivables and in 1947-48 18 followed 
this course. 70 companies and 68 com- 
panies respectively showed only the net 
amount of receivables after deducting 
the allowances for bad debt losses. In 
each year 10 companies made no mention 
of bad debts and 3 set out the “Reserve 
for Bad Debts” on the liability side of 
the balance sheet. 


It is interesting to note that of the 89 
companies referring to bad debts 79 and 
80 respectively termed the allowance in 
respect of such losses a “‘reserve”’. 


Investments in Affiliated Companies 


The recommendation of the Commit- 
tee in connection with this matter is: 


Such investments should be set out sep- 
arately and the basis of valuation indi- 
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cated. If significant, the total investment 
should be segregated and the following 
information indicated: (a) investment in 
shares, (b) investment in bonds and other 
secured obligations, and (c) advances. 


Unless a consolidated balance sheet is 
presented the accounting practice follow- 
ed with respect to the profits or losses 
of subsidiaries should be stated. It is 
desirable that disclosure be made of the 
amount of the increase or decrease in the 
parent's equity in its subsidiary compan- 
ies since acquisition and also for the year 
under review as a result of profits or 
losses and dividends, unless it is the prac- 
tice of the parent to take up in its ac- 
counts its share of the profits or losses 
of its subsidiaries. 

In certain instances the financial state- 
ments of the individual subsidiaries 
should also be submitted to the share- 
holders of the parent company. 


In 1946-47, 40 companies showed in- 
vestments in subsidiaries as compared 
with 48 in 1947-48. In 1946-47, 28 
companies did not show the basis of the 
carrying value and in 1948, 35 did not 
do so. In addition one company showed 
value at ‘‘cost less reserves”, one at “‘cost 
or less”, one at “value not greater than 
book value as per balance sheet of sub- 
sidiary”’. 

In 1946-47, 5 companies did not show 
the investment separately from the ad- 
vances whereas in 1947-48 only 2 com- 
panies did not do so. In 1946-47, 3 
companies set out clearly the accounting 
procedure followed with respect to the 
profits and losses of subsidiaries while 
in the latter year 10 companies set out 
the procedure followed. 

Fixed Assets 

The recommendation of the Commit- 
tee in respect of fixed assets is: 

The basis of valuation of fixed assets 

should be disclosed. If possible the term 

“book values” should not be used. If 


practicable the important classifications 
of these assets as between depreciable 
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and non-depreciable properties should 
be shown separately and, if acquired to- 
gether in one transaction, the purchase 
consideration should be allocated be- 
tween them. 

Reserves for depreciation should be 
shown separately and preferably deduct- 
ed from the assets to which they apply. 
In both years 11 companies did not 
give the basis of valuation of the fixed 
assets. 4 companies in the earlier period 
and 5 in the later period set out only 
the net figure after deducting deprecia- 
tion. In 1946-47, 1 company stated the 
basis to be “‘cost less write-offs”, 3 com- 

panies indicated this as the basis in 1947- 

48. In each year 2 companies showed 

fixed assets “at book value’. 


In addition 23 companies in the earlier 


Statements covering years ending in 1946-47 


Grouped together, no details 


Prepaid items under heading “Deferred Charges” 


Prepaid expenses only 
Deferred charges only 


Did not show either 


In 1946-47, 21 companies included 


Prepaid Expenses and/or Deferred 
Charges in current assets while in 1947- 
48, 25 companies included such items 


therein. 


Redeemable Preferred Shares 

The recommendation of the Commit- 
tee in this respect is: 

Where shares are redeemable the re- 

demption price should be disclosed. 

Out of the 36 companies in 1946-47 
and 33 in 1947-48 that had, so far as 
could be determined, redeemable prefer- 
red shares, 21 and 15 respectively set out 
the terms of redemption of such shares. 


Reserves 
The recommendation in respect of re- 
serves 1S: 
Reserves applicable to specific assets 


Accountant, April, 1949 


year showed the “Reserve for Deprecia- 
tion” on the liability side of the balance 
sheet while in the later year only 19 com- 
panies did not deduct the reserve from 
the related asset accounts. 


Prepaid Expenses and Deferred 
Charges 
The recommendation in respect of this 
subject is: 
Prepaid expenses, i.e., expenses paid in 
advance, should be stated separately 
from deferred charges, i.e., such items as 
preliminary expenses on incorporation, 
discount on bonds and other similar 
charges. Prepaid expenses may be clas- 
sified as current assets. 
The presentation of Prepaid Expenses 
and Deferred Charges was as follows: 


1947-48 
20 
29 

38 36 

12 10 

6 5 


21 
23 


should preferably be shown as deduc- 
tions or deducted from the relative as- 
sets. 

Accruals in respect of liabilities, com- 
mitments or obligations often described 
as reserves should be treated as liabili- 
ties and the amounts disclosed if materi- 
al. It is also suggested that financial 
statements would become more under- 
standable if liability reserves were de- 
scribed as accruals, deposits, provisions 
or some other appropriate term. 

Other reserves should, if important in 
amount, be set out separately in the bal- 
ance sheet and full disclosure made in 
the financial statements with respect to 
significant amounts charged or credited 
to the reserve during the year. A single 
total should not be used for important 
reserves which are not similar in nature. 


In the earlier year 23 companies and 
in the later year 19 companies showed 
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the “Reserve for Depreciation” on the 

liability side of the balance sheet. 

36 and 38 companies respectively term- 
ed the provision for taxes in the current 
liability section a ‘Reserve’. 

The following are some examples of 
dissimilar “reserves” grouped together on 
the balance sheets in both years: 

(a) Rebuilding and Relining Furnaces 
and other Operating Reserves; Ex- 
cess Profits Taxes; Contingencies. 

(b) General and Depreciation Reserve; 
Employees’ Pension Fund. 

(c) Depreciation; Amortization of Pa- 
tents; Special Inventory. 

(d) Depreciation; Contingency. 

(e) Depreciation; Depreciation of Secur- 
ities; Self-insurance; Retirement and 
Disability Pensions. 


(f) Pension Fund; Contingencies. 

(g) Bad Debts; Contingencies; Inven- 
tory Price Decline. 

(h) Depreciation; General. 

(i) “Insurance and other Reserves’. 

(j) Contingencies and Exchange; Pen- 
sions. 

(k) Pensions; Reserve Available for In- 
ventories, Bad Debts, Contingencies. 

(1) Depreciation; Contingencies; Furn- 
ace Reconstruction; Special Inven- 
tory; Reserve for Depreciation and 
losses on realization of fixed assets. 

(m) Allowances to retired employees; 
Future depreciation in inventory 
values. 

(n) Investments; Depreciation; Income 
and other taxes; Depreciation; In- 
ventory, General. 


Acquisition by Bank of Canada of Gold Production 


M* SOLON E. LOW, Social Credit 
member of the House of Commons, 
recently obtained the following answer 
(reprinted on page 585 of Hansard of 
February 16, 1949) to the question: “By 
what detailed procedure does the Bank 
of Canada acquire the gold production 


of Canada?” This is a question fre- 
quently heard and the answer quoted here 
is complete and concise. 


5. The bank does not acquire the gold 
production of Canada—it does not now 
buy any gold for its own account but acts 
as a depository for gold held on account 
of the government and performs certain 
services in connection with gold transac- 
tions. 

Nearly all gold newly mined in Canada 
is sold by the mines to the crown at the 
Royal Canadian Mint. The mint refines 
the gold and pays for it out of the con- 
solidated revenue fund. The refined 
gold (except for a small amount sold 
for ordinary industrial or commercial 
purposes in Canada) is then transferred 
to the exchange fund account, which is 


a special statutory account maintained by 
the Minister of Finance under the provi- 
sions of the Foreign Exchange Control 
Act. The gold is transported from the 
mint to the vaults of the Bank of Can- 
ada where it is held in safekeeping for 
the exchange fund account. The ex- 
change fund account reimburses the con- 
solidated revenue fund for the value of 
the gold. Gold in the exchange fund ac- 
count is part of Canada’s exchange re- 
serves. It may be sold by the account 
on instructions of the Minister of Fi- 
nance, in which case the foreign exchange 
received in payment replaces it as part 
of the exchange fund account. 


A small part of Canada’s gold produc- 
tion which cannot be economically 
treated in Canada is exported to the 
United States under licence issued by the 
Minister of Finance. It is refined in the 
United States and sold there. The United 
States dollar proceeds must, in accord- 
ance with the foreign exchange control 
board regulations, be sold to the board 
and thus become part of the exchange 
fund account. 
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Foreign Exchange Control Board 

age 1948 annual report of the For- 

eign Exchange Control Board is 
recommended to all interested in Can- 
ada’s position in world trade. The fol- 
lowing section entitled “Exports of 
Goods” is reproduced verbatim as being 
of particular interest to public account- 
ants in Canada. Where an exporter ac- 
cepts conditions of deferred payment or 
the receipt of a blocked currency, audi- 
tors should consider whether or not some 
appropriate qualification is mecessary or 
desirable when reporting upon the annual 
accounts of clients. 


Exports or Goops 


Under the Foreign Exchange Control 
Act a permit from the Board is required 
for the sale of goods for export from 
Canada otherwise than on terms provid- 
ing for payment of the fair value with- 
in six months in a currency designated 
as acceptable therefor. In general the 
currencies designated by the Regulations 
are as follows: 

1. Exports to any destination — United 
States dollars or foreign currencies 
which are freely convertible into 
United States dollars; 

2. Exports to sterling area countries— 
sterling, other sterling area currencies 
which are freely convertible into ster- 
ling, or Canadian dollars paid from 
sterling area accounts; 

3. Exports to special arrangement coun- 
tries (e.g. France, Belgium, Luxem- 
bourg, Netherlands, Norway, Czecho- 
slovakia, Egypt and Palestine) — Can- 
adian dollars paid from special ar- 
rangement country accounts. 

Until recently there was little occasion 
for Canadian exporters to seek to export 
on terms other than those specified above. 
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With the growing severity of import re- 
strictions imposed by many countries, 
however, an increasing number of cases 
have arisen where Canadian exporters 
find it impossible to sell goods on the 
prescribed terms of payment. In these 
cases alternative proposals for payment 
are sometimes made by foreign buyers 
and, where they are acceptable to the 
Canadian exporters, the Board has indi- 
cated its readiness to consider applica- 
tions for the necessary permits. The 
following appear to be the main types of 
case which warrant consideration: 


1. Exports for payment in the appropri- 
ate currencies but where payment is 
to be deferred beyond the normal six- 
month period. 


2. Exports to previously established mar- 
kets for payment in “blocked” foreign 
currencies, i.e. foreign currencies 
which are not freely convertible into 
United States dollars or sterling. In 
these cases, the exporter must, of 
course, be prepared to assume the 
risks involved of being unable to con- 
vert the foreign currency into Can- 
adian dollars for an indeterminate 
period. 

. Exports to non-sterling area countries 
for payment in sterling where the 
United Kingdom exchange control au- 
thorities are prepared to authorize the 
foreign importer to transfer the ster- 
ling to the Canadian exporter. As 
noted in the previous Report, in Aug- 
ust 1947 the United Kingdom an- 
nounced that it found it necessary to 
reimpose restrictions on the transfer- 
ability of sterling, including transfers 
between non-sterling area countries 
and Canada. In December 1948, the 
United Kingdom indicated that it was 
prepared to authorize transfers of 
sterling to Canada from Iran in pay- 











ment tor exports to that country but, 
with this exception, the Board is not 
aware of other cases where the United 
Kingdom is prepared to authorize im- 
porters in non-sterling area countries 
to pay sterling to Canada for exports. 


4, Exports to be paid for by the accept- 
ance of goods of equivalent value. 


Ontario Securities Commission 
IHE ONTARIO Securities Commis- 
sion is to be complimented on its 
initiation of a monthly bulletin which 
contains rulings, decisions and policies of 
the Commission and other practical in- 
formation. The bulletin is attractively 
set up and bound and is available at a 
subscription price of $5.00 per year. 
The first number issued in January, 
1949 concludes with the following notes: 


FINANCIAL STATEMENTS 
or Mininc ComPantzs 


A large number of financial statements 
forwarded to the Commission in support 
of prospectuses of mining companies are 
found unacceptable for filing. In most 
instances our refusal to accept these fi- 
nancial statements is the result of either 
non-compliance with sec. 43 of the 
Securities Act or because certain items 
appearing in the financial statements are 
not in accordance with the narrative of 
the prospectus. It is the purpose of this 
article to discuss a few of the specific 
points on which our refusals are based. 

Under sec. 43 it is required that “a 
balance sheet on which the shares of 
capital stock, issued in payment of prop- 
erties, claims or leases and the values at 
which such shares were issued shall be 
shown separately from the shares issued 
for cash or other consideration—” shall 
accompany the prospectus. In order to 
meet these requirements on the issuance 
of par value shares at a discount, it ap- 
pears necessary that the total number of 
shares issued for cash or other considera- 
tion and the par value thereof be shown 
separately with the discount applicable 
to these shares shown as a deduction 
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from the total par value. The shares is- 
sued for properties, claims or leases are 
to be shown in a similar manner. 

The section also stipulates that the 
balance sheet be supported by “analyses 

of deferred charges where such deferred 
charges are significant’. These analyses 
must cover the period from the inception 
of the company to the date of the balance 
sheet. Analyses showing detail for a 
shorter period are considered umaccept- 
able unless exceptional circumstances 
make it impossible to present a complete 
analysis. 

The balance sheet captions to the fixed 
assets of the company should indicate the 
bases of valuation used in arriving at the 
asset amounts. In most non-operating 
companies, the fixed assets are shown at 
the net values at which the vendors’ 
shares were recorded plus any amounts 
of cash paid on the purchase of the orig- 
inal properties or in acquisition of ad- 
ditional properties or fixed assets. 

A great many of the differences be- 
tween the information shown on the f- 
nancial statements and that appearing in 
the narrative of the prospectus could be 
corrected and considerable time saved if 
the auditors were given the opportunity 
of examining the entire prospectus before 
the material is actually submitted to the 
Commission. If the auditors are unfa- 
miliar with filings under the Securities 
Act, their attention should be drawn to 
those portions of sec. 43 which refer to 
the financial statements required. 

The foregoing includes the most com- 
mon discrepancies found by the Com- 
mission when examining financial state- 
ments of mining companies. It is our 
intention to discuss this subject further 
in later issues of this Bulletin as well as 
matters relating to financial statements 
of industrial companies. 

In the second number issued in Febru- 
ary, 1949, a discussion of “Financial 
Statements of Mining and Industrial 
Companies” is given a first instalment. 
This discussion is in a form substantially 
similar to our Accounting and Auditing 
Research Committee Bulletin No. 1. 








Recent Books 


Mine Accounting and Financial Ad- 
ministration, by Frank Willcox, C.A.: 
Pitman & Sons (Canada) Ltd., Toronto, 
Pp. 489, $7.50. 

In this book the problems of mine ac- 
counting and financial administration are 
approached with a lucid description of 
the development of mine operations from 
the preliminary stages of prospecting and 
development to mining, milling and pro- 
duction, relating the principles and pro- 
cedures of accounting methods to the re- 
quirements of each stage of development. 
The author, in this method of presenta- 
tion, has provided a very clear explana- 
tion of the accounting requirements to 
reflect the operation of the business as a 
matter of record and has indicated the 
usefulness that such information can be 
to those engaged in management and 
control in the industry. 


In special appendices there is a general 
review of the Canadian mining industry 
and approximately one hundred pages 
are devoted to the more particular prob- 
lems met by Canadian mining enterprises 
in taxation and regulation by the Domin- 
ion and Provincial Governments, includ- 
ing the regulations of the Foreign Ex- 
change Control Board as applying to in- 
vestment by non-residents. 


The chapters dealing with the frame- 
work of accounting, the relationship be- 
tween mine office and head office records, 
control of material, allocation and distri- 
bution of expenses and methods of cost- 
ing, all related to the production records, 
are particularly instructive. 

Joun A. D. Craic, C.A. 


Audit Working Papers, by C. Oliver 
Wellington, C.P.A., D. Van Nostrand 
Co. (Canada), 1948, Pp. 220, $15.50. 

This book takes the form of a set of 
working papers such as would be pre- 
pared by a firm of professional ac- 
countants under actual working condi- 
tions. The introduction contains a 
brief comment on the purpose of audit- 
ing working papers and indicates the 
course of events leading up to the com- 
mencement of the examination. It also 
contains valuable comment on the pur- 
pose and use of the audit program and 
the approach to the audit by the super- 
visor and senior, following through to 
outline the general order of events in 
reviewing the audit and writing the 
report. 

The book itself consists of a com- 
pleted set of working papers interleaved 
with the relative standard program, filed 
in the style of a ring binder which permits 
a flat working surface and minimizes 
margins. The standard program is 
so arranged as to automatically provide 
a tab index for the file. Reference to 
any one section will give a complete 
picture of the verification work carried 
out and the schedules prepared. While 
the figures are based on an imaginary 
company, the working papers pre- 
sented are in all the detail and origin- 
ality which might be expected in any 
normal audit. This should be a very 
useful book to anyone wishing to in- 
stall a standard method of preparing 
and filing working papers and, in addi- 
tion, could be used as a guide or refer- 
ence book by staff in carrying out au- 
dits. 

JouN A. WILSON, F.C.A. 
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Some Accounting Problems 
In the Lumber Manufacturing Industry 


o LUMBER manufacturing in- 
dustry of Eastern Canada is, by and 
large, composed of a large number of 
relatively small units. There are over 
5,000 sawmills in the provinces east of 
Manitoba and over 90% of these pro- 
duce less than 1,000,000 F.B.M. per 
year. Moreover, lumbering operations 
are carried on mainly in remote and 
widely scattered areas and on a seasonal 
basis. As a result of these conditions 
there is little in the way of any stand- 
ardized accounting procedure even 
among the larger mills. Standard costs 
and budgetary procedure are more or 
less non-existent. 

The lumbering industry has, how- 
ever, certain problems peculiar to it- 
self, and it is with the accounting 
aspect of these that I will attempt to 
deal briefly. Only conditions in eas- 
tern Canada will be dealt with and no 
consideration will be given to the op- 
eration of planer mills and other sec- 
ondary industries or to the wholesale 
and retail side of the business. 

FIXED ASSETS 

Generally speaking, the accounting 

for expenditures on fixed assets in the 


lumber industry does not differ from 
that found elsewhere. The annual al- 


By K. O. Roos, C.A. 


(Vice-president and Gen. Mgr., Booth 
Lumber Lid., Tee Lake, Que.) 


lowance for the depreciation of such 
assets will, therefore, be a normal one, 
with one added consideration, namely 
that the period of write-off is often 
based, not on the useful life of the 
asset, but on the period during which 
timber will be available to use such 
asset. 

This feature is particularly evident 
in connection with logging operations. 
Expenditures on immovables such as 
camps, roads and river improvements 
must be absorbed in the cost of the 
timber that will use these facilities. 
The salvage value in most cases is nil. 
In view of the hazards of such opera- 
tions, a conservative policy is usually 
followed and the various tax depart- 
ments have always taken a reasonable 
attitude in this regard. Some compan- 
ies even follow the practice of absorb- 
ing all such expenditures directly into 
operating costs as made. The theory 
behind this treatment is that, where 
operations are extensive, these items do 
not fluctuate greatly in amount from 
year to year. 

Equipment 

The treatment of equipment in saw- 
mills does not differ from that found 
in other manufacturing operations. 
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The equipment used in logging op- 
erations, however, has one or two spec- 
ial features. Normal accounting treat- 
ment is given to investment in trucks, 
tractors, road machinery, diesel and 
gasoline tugs and similar heavy equip- 
ment. Allowance for depreciation on 
these items also follows standard pro- 
cedure. A second class of lighter equip- 
ment includes chain, cables, sleighs, fire 
pumps, small boats, hoists, and similar 
items. This group is subject to heavy 
wear, breakage and loss. This group 
of assets is usually handled in one of 
two ways: 

(a) They are treated as being in the 
nature of current supplies and are 
revalued at the end of each oper- 
ating season in accordance with 
their physical condition. 

(b) They are treated as current ex- 
penditures and absorbed into op- 
erating costs as made. 

Timber Limits 
Expenditures on timber limits pres- 
ent no particular accounting problem. 

All costs of acquisition of a limit are 

charged to the Fixed Asset account and 

this amount is then absorbed into costs 
on a pro rata basis as the timber is 
removed. The main difficulty lies in 
accurately estimating the total quantity 
of timber that will be available to ab- 
sorb the total capital expenditure. 
The question of the proper treat- 
ment of annual carrying charges some- 
times arises. These charges consist of 
ground rents and fire protection 
charges. The general procedure is to 
absorb these charges in operating costs 
provided these limits are used for cur- 
rent operations. Where limits are held 
as a future reserve or as an investment, 
then it would seem to be more correct 
to charge these annual expenses to the 

Fixed Asset account. 

It is not my purpose to discuss the 
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contentious. question of timber deple- 
tion. It is sufficient to note that, for 
many years, various methods were used, 
all with the approval of the tax de- 
partments. Many of these bore no re- 
lationship to the capital cost of the 
timber involved. Since 1939, however, 
there has been a drastic change in this 
regard. Under present income tax 
regulations it is assured that the total 
allowance for the depletion of a timber 
limit will never exceed the capital cost. 
Whatever may be the merit or other- 
wise of such a policy must be discussed 
elsewhere but, from the accounting 
viewpoint, the matter is now quite clear 
and definite. 


CURRENT ASSETS 


There are only a few items among 
the current assets that require any 
special mention. 


Advances on Logging Operations 

A logging season normally lasts 
from September to the next March or 
even later if a driving operation is 
included. The process is a continuous 
one consisting of cutting, skidding, 
hauling and driving or trucking. It 
is, therefore, impossible to determine 
the final cost of logs until the process 
has been completed. 


During the season, the costs of all 
supplies, labour and other expenses are 
charged to the logging camp concerned. 
This camp account is in the nature of 
a Work in Process account. It will 
not be transferred to Inventory of Logs 
account until the season has been com- 
pleted, an inventory of unused supplies 
taken and the total production of logs 
determined. 


Where a financial statement is pre- 
pared during the course of the logging 
season, all expenditures made to date 
are included in one amount in the Cur- 
rent Asset Group. 
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Inventory of Logs 

In small operations, it is not usual to 
carry over any large quantity of logs 
from one season to another. In larger 
operations, however, such carry-overs 
may be substantial. 

In most cases, it is impossible to 
make any accurate physical check of log 
inventories. These are usually stored in 
lakes and rivers making actual count 
or measurement impracticable. 

All figures dealing with quantities 
of logs are, at best, estimates. The 
original measurement in the woods is 
based, to a large extent, on the skill 
and judgment of the log scaler. Then, 
allowance must be made for losses in 
driving operations. Finally, the meas- 
urement of logs actually sawn is based 
either on the judgment of a log scaler at 
the mill or on a log count and an average 
content per log as indicated by the 
measurement in the woods. In view of 
the resulting possible discrepancies, it 
is usual to follow a conservative policy 
and to make correcting adjustments 
when stocks get low and can be check- 
ed with reasonable accuracy. 

The valuation of log inventories is 
usually based on average cost. How- 
ever, as this is a raw material industry, 
in which price fluctuations are fairly 
broad over a period of years, the LIFO 
method may be used with fairly satis- 
factory results. 

Where logs are widely scattered in 
lakes and rivers at some distance from 
the mill, it is frequently the practice 
to accrue the estimated cost of trans- 
porting these logs to the millsite. 


Inventory of Lumber 
The inventory of lumber on hand, 
particularly its valuation, is one of the 
most difficult items to handle in lumber 
company accounts. 
Measurement of the production of 
lumber in a sawmill is usually the re- 


Mr. K. O. Roos, C.A., vice- 
president and general manager of 
Booth Lumber Limited, Tee Lake, 
Quebec, is a Torontonian and a 
member of the Ontario Institute, . 
to which he was admitted in 
1932. His professional activities 
have been related to the lumber 
industry for many years, and he 
has served as director of the 
Canadian Lumbermen’s Associa- 
tion as well as vice-president of 
both the Ontario and Quebec 
Forest Industries Associations. 


sult of estimates based on average 
quantities contained in a load or pile 
of lumber. It is seldom that every 
board is measured as it leaves the mill. 
An accurate measurement is not made 
until the lumber is finally shipped to 
the purchaser. The resulting discrep- 
ancies may be shown as a separate item 
in the financial statements or may be 
added to or deducted from the produc- 
tion for the current year. 

A second feature is the grading of 
lumber. Lumber is normally sold by 
species, subdivided into grades, sub- 
divided into sizes. Some species have 
few grades, others, such as White Pine, 
have a somewhat complicated system 
of many grades. Each board is graded 
by a lumber grader before it is piled 
in the yard for seasoning. It is again 
regraded at the time of shipment when 
discrepancies will appear. These dif- 
ferences will be due to errors in the 
original grading and to degrading re- 
sulting from the seasoning process. In 
valuing lumber inventories, allowance 
should be made for future degrade. 

The valuation of an inventory of 
lumber based on cost is complicated by 
the many grades encountered. For ex- 
ample, a White Pine log may produce 
boards of various grades having varia- 
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tions in relative selling price from 1 
to 9. Yet the cost of producing any 
one grade is, by and large, the same as 
for any other. This produces no prob- 
lem when the whole cut is sold in the 
same year in which it is produced or 
when the whole cut is carried over for 
sale in the next year. In the former 
case, the whole of the manufacturing 
cost is charged to operations and, in 
the latter case, this total cost is carried 
in inventory. This simple treatment 
cannot be used, however, when part of 
a cut is sold in one fiscal year and part 
in another. This necessitates treating 
each individual grade and size separ- 
ately. Average cost cannot be used, 
because the more valuable grades in the 
cut may have been sold, leaving the less 
valuable ones in stock. These may have 
a value less than average cost. 


This difficulty is commonly overcome 
by assuming that each piece of lumber 
earns the same average profit. This 
profit is then determined, as follows: 


per M ft. 
Expected average selling price of 
whole cut 
Less: 
Estimated cost of loading 
and shipping 
Estimated cost of adminis- 
tration 
Estimated allowance for de- 


Actual manufacturing cost.... xx 


Net average Profit of Whole Cut.... $ xx 


Stock on hand at the year-end is then 
valued accordingly i.e. Selling Price ac- 
cording to species, grade and size, less 
estimated cost of loading, shipping, ad- 
ministration and degrade and less 
average profit. 


Other methods are used to accom- 
plish similar results and will undoubt- 
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edly be satisfactory if used consistently 
from year to year. 


PRO FORMA SALES 


One special feature in the industry 
is the practice of selling lumber 
through so-called pro forma sales. 

Blocks of lumber may be sold to 
wholesalers or others. After the com- 
pletion of the sawing season, the pur- 
chaser is billed for this lumber and 
payment is made. The lumber itself 
will not be shipped until the next year 
or possibly later. During this period 
it is usually held at the fire risk of the 
purchaser but the seller is responsible 
for differences in quantity and grade 
deterioration. Therefore, there are 
usually adjustments to be made on final 
shipment, sometimes substantial ones. 

The conservative practice is to treat 
as sales only such lumber as is actually 
shipped. Lumber unshipped is consid- 
ered to be stock on hand and the 
pro forma payment is shown as a Cur- 
rent Liability. In this way no profit 
is taken until it is actually earned and 
no adjustments have to be made later 
affecting previous years’ sales. 


COST ACCOUNTS 


As indicated earlier, this industry has 
not developed any standard procedure 
for the preparation of operating state- 
ments or cost accounts. 

Most of the larger companies, how- 
ever, do prepare monthly or regular 
statements of sawmill costs in addition 
to regular reports on production, ship- 
ments, labour costs, etc. 

For logging operations, complete 
cost statements are prepared only once 
a year but management is usually pro- 
vided with progress reports at regular 
intervals. Such reports will cover such 
matters as the progress of the opera- 
tion to date, labour cost to date, cost 
of feeding men and horses and other 
similar information. 














nen THE past few months there 
has been considerable comment in 
the technical and lay press in Britain re- 
garding what may be termed the normal 
“debit and credit” balance sheet. Several 
writers, some of them practising account- 
ants, have advocated the presentation of 
the balance sheet in the form of a single 
step account. This proposed method of 
presentation is not particularly new, as it 
is already in use in company prospectuses, 
and it is suggested that in many cases the 
single step form can be usefully applied 
to the profit and loss account. 


Mysteries of the Profit and Loss 
Account 

No doubt many Canadian accountants 
have quite frequently found that the con- 
troller of the average or medium-sized 
concern has little understanding of the 
generally accepted form of profit and loss 
account. The debit and credit method of 
presentation is in many instances primar- 
ily responsible for the failure to grasp the 
account as a whole. Some years ago the 
writer was approached by the managing 
director of a manufacturing concern who 
asked if it was possible to redraft the 
company’s profit and loss account to 
make it more readily understandable to 
persons not conversant with general ac- 
countancy practice. After considerable 
discussion a form of single step account 
was compiled similar to that shown be- 
low. The main items which had to be 
brought out with clarity were: material 


The Single Step Profit and Loss Account 
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and wage costs, factory and office ex- 
penses, general charges, and the cost of 
selling and distributing the finished 
product. The whole of this information 
was to be found in the normal profit 
and loss account, and it was first thought 
that a simple grouping of the items on 
the debit side would meet the case. Un- 
fortunately, grouping, whilst useful in it- 
self, did not eliminate the debit and 
credit principle. In the end it was 
realized that the existence of the debit/ 
credit fetish was the main bone of con- 
tention, or, in other words, was the chief 
cause of the inferiority complex towards 
accounts. Once the debit and credit idea 
was dropped in favour of the single step 
arrangement, the ease with which the 
layman could grasp the account was ap- 
parent. 


Praise For Method 

This method of presentation has been 
adopted in several cases which have come 
to my notice, and in every case there was 
nothing but praise for the arrangement. 
One or two accountants who audit the 
accounts of the smaller type of business 
unit have been much impressed with the 
method, and as a consequence have made 
a practice of drawing up two profit and 
loss accounts, one drafted in the usual 
form and the other on the single step 
principle. The latter has been found 
particularly useful when giving clients a 
detailed explanation of the results of 
their trading. 
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The grouping of the .expense items 
will be governed in the main by the 
wishes of the client, but in most cases 
the arrangement will be similar to that 
shown in the example. Some clients are 
content with an abridged statement in 
which only the totals for each group are 
shown, the individual items comprising 
the group being omitted. The argument 
advanced in favour of the abridged form 
is that less figures are shown, and at- 
tention is thereby focussed on the main 
totals. If it is found that the total ex- 
pense incurred under any one head is 
increasing, then further information on 
the amount of each item in that par- 
ticular group can be submitted. No hard 
and fast rule can be laid down, the 
personal wishes and the accounting 
knowledge of the client being the main 
factors to consider. 


Show Import of Costs 


A further useful idea is that of split- 
ting each dollar of output to show how 
much is taken up by the various costs. 
The usual method of course is to ex- 
press each item of cost as a percentage 
of the total output, and this can still be 
done in the normal profit and loss ac- 
count. In the single step account, how- 
ever, the percentages are converted into 
a monetary figure, so that instead of in- 
forming a client that his materials, plus 
wages are equal to 80% of his output, 


one can say that out of every dollar's 
worth of production, 80 cents have been 
expended on materials plus wages. It 
must be remembered that in Britain with 
a monetary system of pounds, shillings 
and pence, the monetary value of a per- 
centage figure is not so apparent as it is 
in Canada. Even in Canada it will 
probably be found that a man reacts more 
quickly when he is informed that for 
every dollar of sales made the sum of 
91% cents has been spent on selling and 
distribution. This awareness of his sell- 
ing cost is much greater than if he was 
merely informed that the selling and dis- 
tribution expense was equal to 9.3% of 
turnover. 

Some accountants may be inclined to 
say that the single step account is only 
making a lot of unnecessary work, and 
that it is “much ado about nothing”. 
To a qualified man it may not appear 
particularly useful but it must be re- 
membered that many business men are 
not fully conversant with accounts. It 
is felt that any method of presentation 
which is more readily grasped by the 
layman is worthy of consideration. When 
all is said and done the accountant must 
realize that he is selling personal service 
and it is his duty to ensure that his ser- 
vice is the best he can give. Finally it 
must not be overlooked that a satisfied 
client is more than a source of income — 
he is a builder of good will. 


PROFIT & LOSS STATEMENT 
For the Year Ending 31st December 








You hold a Stock of Manufactured Goods Of 0..........ccccccccccccescescecescesescscensecesssscecseees $ 16,400 
SN MEE SOMOS WUE WEDS POUT TRV DDE on... cece sees huscccorisescacsdbsinscsscssucdescorstscecsvigecssesisres’  SOGAOD 

402,660 
but you have commenced the year with a Stock Of .0.............0c.cccccsssssesseesssenessessseeneese 10,320 
therefore your total production iS. .....:cisissces...ccseisssssiisccsssostsseideosspesssessnescaseaseetsesvodees) 9925340 








leaving a GROSS PROFIT of 
Out of this gross profit the following expenses were met: 
FACTORY COSTS 


The Single Step Profit and Loss Account 
To obtain this production you have consumed: 


Raw Materials as follows: 
Stock at start of year ............... $ 23,460 


245,236 


268,696 


less Stock now on hand ............ 17,800 


250,896 


Factory Wages cost ................0... 63,544 


Sete ota antares $ 3,580 
UM Cnn ee 648 
Siotanaeseuctectctavccowbiceersseetos 328 
Plant Depreciation .................0..0.006. 344 
$ 4,900 
OFFICE COSTS 
etait ale allie Rina $ 12,100 
sata catia tity sole cupade i aesinsk 960 
BIE AR SING seater vanscstsennsapehydioaees 744 
Oe a er ea 576 
14,380 
GENERAL CHARGES 
Deter recte na scita erent sine $ 3,540 
Perce thttee thine atte 960 
4,500 
SELLING & DISTRIBUTION COSTS 
Salesmen’s Wages & Expenses .......... $ 8,800 
BARB eehgeby Wen temp ok tenes ewe 7,520 
Bitlis nicactienosdsthiscse Odplegiaivnsennt 14,020 
salient el Claret cients 4,820 
I Racin 1,456 
I WUE WE OO aac cas gsc. cosoaccosnasvasnkosienscTcesiaen sdasgwasasates sh vabsncsgedveoasietnsaesvibak 
COSTS 
For every Dollar of production: 
I eos sstsen sdetois teaaaaanvidesh cibaiesianh 64 
SO, I sc caate ain tie abi ngs chiles 16 
RMON MMI. CUES onic ssosceccvsnaoysesnseintvtsnengssosvogeens 01 
RIUM EE OIE Coo onscssgersscccogssisactesonaetDeerecdhecsteee .03 
NET IOI 08a a5 cies casa 0alarsceoms forbear tsecectancoct stkescteves 01 
Soma Oe Death... BS -10 
FROGS E RU... SAAR COL 05 
1.00 


23,780 


54,120 
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Use of the Word “Reserve” Should Be Limited 





FOREWORD 


The members of the committee on ac- 
counting procedure have approved as an 
objective the recommendation of the com- 
mittee on terminology made herein with 
respect to the use of the term “reserve” 
in accounting, and have authorized its 
publication. The statements herein con- 
tained, however, are not to be regarded 
as formal pronouncements of the com- 
mittee on accounting procedure. 


Use of the Term “Reserve” 


The term reserve is used in accounting 
in a variety of different and somewhat 
conflicting senses. As a result clarity of 
thought and accuracy of expression are 
impaired and an adequate understanding 
of financial statements on the part of 
users is made more difficult than is neces- 
sary. In addition the variations in bal- 
ance-sheet classification and presentation 
of the so-called reserves contribute to the 
confusion and make comparisons difficult. 
It is suggested that the current uses of 
the term may be reviewed and that 
recommendations may be made as to ac- 
ceptable definition and to limitations on 
usage which will serve to make the fin- 
ancial statements more readily under- 
stood. 

In dealing with financial matters the 
term reserve is commonly used to de- 
scribe specific assets which are held or 
retained for a specific purpose. This is 
the sense in which the term is employed, 
for instance, in our banking system, 
which derives its name from the fact 
that member banks are required to main- 
tain deposits with the central or reserve 
banks. The term is also used to indicate 


such assets as oil and gas properties 
which are held for future development. 
These usages present no problem in ac- 
counting where the assets in question are 
described according to their nature or re- 
ferred to as funds or deposits for specific 
purposes. 

In current accounting practice the term 
reserve is used in four senses, as follows: 

1. The term is used to describe (a) a 
deduction which is made from the face 
amount of an asset in order to arrive at 
the amount which it is expected will be 
realized, as in the case of a reserve for 
uncollectible accounts, or (b) a deduc- 
tion which is made from the cost or 
carrying value of an asset, representing 
the portion of the cost which has been 
amortized or allocated to income, in or- 
der to arrive at the amount properly 
chargeable to future operations, as in 
the case of a reserve for depreciation. 
In this sense reserves are customarily 
referred to as valuation reserves, and are 
usually deducted in the asset section of 
the balance-sheet. 

2. The term is used to indicate (a) 
an estimate of an admitted liability of 
uncertain amount, as in the case of a 
reserve for damages, (b) an approxima- 
tion of the probable amount of a dis- 
puted claim, as in the case of a reserve 
for additional taxes, or (c) an estimate 
of a liability or loss which is sufficiently 
likely to occur to require recognition, as 
in the case of a reserve for self-insur- 
ance, These reserves are included in the 
liability section of the balance-sheet, in 
a section immediately below the ordinary 
liabilities, or in the proprietary section. 
In the insurance field the term is used 
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in this sense as referring to the portion 
of the total assets derived from premiums 
which is required to meet future pay- 
ments under policies. 

3. The term is sometimes used, al- 
though not in accordance with the best 
practice as generally recognized, to in- 
dicate a variety of charges set forth in 
the income statement, including estim- 
ated losses as a result of uncollectible 
accounts and other causes, depreciation, 
depletion, amortization, probable losses, 
specific contingencies, and similar items. 
It is to be noted here that the term refers 
to the charge by means of which a re- 
serve (in the credit sense) is created. 


4. The term is used to indicate that an 
undivided or unidentified portion of the 
net assets, in stated amount, is being held 
or retained for a special purpose, as in 
the case of a reserve (a) for betterments 
or plant extensions, or (b) for excess 
cost of replacement of property, or (c) 
for possible future inventory losses, or 
(d) for general contingencies. In this 
sense a reserve is frequently referred to 
as an appropriation of retained earnings. 


The dictionaries define the term re- 
serve generally and in substance in its 
etymological sense, as something held or 
retained for a purpose, frequently for 
emergencies. It is apparent therefore 
that the broad usage referred to, in the 
second paragraph of this memorandum, 
is one which clearly reflects the general 
understanding of the term, i.e., specific 
assets held or retained for some purpose. 
It is also apparent, however, that the oc- 
casions for usage in this sense are dis- 
tinctly limited, and that where specified 
assets are segregated and held for some 
purpose they may be described for ac- 
counting purposes by the use of such 
terms as fund, deposit, temporary in- 
vestments, etc. While the general char- 
acterization of these items as reserves is 
acceptable usage, it is not involved in the 


problem of definition within the field of 
accounting. 

The first accounting usage of the term 
set forth above seems clearly contrary to 
the commonly accepted meaning of the 
term. A so-called reserve for bad debts 
or for depreciation does not in itself 
involve a retention or holding of assets, 
identified or otherwise, for any purpose. 
Its function is rather to indicate a dim- 
inution or decrease in an asset due to a 
specified cause; the use of the so-called 
reserve in this area is essentially a part 
of a process of measurement. In the re- 
cent amendment of the British Compan- 
ies Act the British accountants appear to 
have been troubled by the various uses 
of the term reserve and as a result of 
their recommendations it is now provided 
that the so-called reserve of this type 
shall be described as a provision. It may 
well be doubted whether this is an im- 
provement, because any provision must 
of necessity and in the final analysis be 
made by the allocation or segregation of 
assets. While it seems clearly advisable 
to drop the term reserve in this area, it 
should be replaced by terms which in- 
dicate the measurement process, i.e., such 
terms as “less estimated uncollectibles,”’ 
“less estimated losses in collection,” “less 
amortization to date,” etc. 


The second of the four accounting us- 
ages set forth above is also contrary to 
the generally accepted meaning of the 
term. It may be argued, of course, that 
the statement of any liability in the bal- 
ance-sheet is an indication that a portion 
of the assets will be required for its 
discharge. In this sense the statement 
may be regarded as a provision or re- 
serve. It is clearly preferable, however, 
to regard the statement as indicating the 
obligation itself which is a deduction 
mecessary to arrive at proprietary invest- 
ment or net assets. The items in this 
area described as reserves might better 
be designated in some such way as “es- 











184 The Canadian Chartered Accountant, April, 1949 


timated liabilities” or “liabilities of es- 
timated amount”. 

The third of the four usages set forth 
above involves different considerations 
since it is a matter of the income state- 
ment rather than the balance-sheet. In 
a sense a charge of this nature in the 
income statement, ¢.g., a charge for de- 
preciation, is a “reserve” in so far as 
it indicates that cash or other assets re- 
ceived by way of revenues is, to the 
extent indicated, to be used or devoted 
to a special purpose. It seems clear, 
however, that the basic purpose in the 
making of these charges is one of income 
measurement and that the designation of 
such charges as costs, expenses or losses, 
i.e., elements in the measurement of in- 
come, is clearly more understandable 
than the designation of reserves. The de- 
scription of these charges as reserves or 
provisions suggests not only that the 
function of depreciation accounting is 
one of replacement, but in addition leads 
to the suggestion that the provision be 
based upon estimated future cost. It 
seems desirable accordingly that the use 
of the term reserve in the income state- 
ment be discontinued. 

The generally accepted meaning of the 
term reserve corresponds fairly closely to 
the last of the four usages set forth 


above, i.e., the indication of an amount 
of unidentified or unsegregated assets 
held or retained for a specific purpose. 
While retention of assets for a variety 
of purposes is an important phase of cor- 
porate management and finance, the re- 
tention does not ordinarily involve a seg- 
regation. It is suggested that this mean- 
ing may well be adopted as the primary 
significance of the term in accounting and 
that other uses of the term be discon- 
tinued. It is interesting to note that in 
the 1947 revision of the British Com- 
panies Act, the British accountants suc- 
ceeded in securing a limitation of the 
term to this area. 


To summarize, it is recommended that 
the use of the term reserve in accounting 
be limited to the last of the four senses 
set forth above, i.e., to indicate that an 
undivided portion of the assets is being 
held or retained for general or specific 
purposes and that the use of the term in 
the balance-sheet, in describing deduc- 
tions from assets or provisions for par- 
ticular liabilities and in the income state- 
ment be discontinued. 

COMMITTEE ON TERMINOLOGY 
James L. Dour, Chairman.. 
WILLIAM H. BELL 
ALVIN R. JENNINGS 


THE DOMINION ASSOCIATION 
OF CHARTERED ACCOUNTANTS 


Report of the Legislation Committee 
The Income Tax Act 


Mr. F. E. H. Gates, Chairman of the 
Legislation Committee, and Mr. E. J. How- 
son, President of the Association, in con- 
junction with Mr. H. H. Stikeman, Chairman 
of the Taxation Committee of the Canadian 
Bar Association, met the Minister of Fin- 


ance, the Hon. Mr. D. C. Abbott, and the 
Assistant Deputy Minister of Finance, Dr. 
A. K. Eaton, on March 16th and presented 
the recommendations for amendments to the 
Income Tax Act which had been prepared by 
the joint committee representing the 





D.A.C.A. Legislation Committee 


D.A.C.A. and the Canadian Bar Association. 
The meeting provided the representatives of 
the joint committee the opportunity of dis- 
cussing a number of the more important 


recommendations with the Minister. 

The recommendations were printed in de- 
tail in the March issue of The Canadian 
Chartered Accountant. 


Bankruptcy Bill 


A subcommittee of the Legislation Com- 
mittee held a meeting in Montreal under the 
chairmanship of Mr. F. E. H. Gates at which 
the recommendations to be made on behalf 
of the Dominion Association on the proposed 
Bankruptcy Bill were considered. The recom- 
mendations were submitted to the Minister 
of Justice and on Thursday, March 10th, 
Mr. Gates, accompanied by Mr. M. I. Pierce, 
Assistant Secretary of the Association, ap- 
peared before the Banking and Commerce 
Committee of the Senate in support of the 
recommendations submitted. As the Com- 
mittee was unable to hear representations at 
that time Mr. Gates undertook to appear at 
a time more convenient to the Senate Com- 
mittee to support the Association’s recom- 
mendations by oral representations. The 
recommendations submitted by the Associa- 
tion are as follows: 


1. Sec. 3 (9)—Remission of Funds on 

Deposit to Receiver-General on Order 

of Superintendent 

This subsection provides that where a 
bankrupt estate is left without a trustee in 
the circumstances mentioned, the Superin- 
tendent may require the funds of the estate 
on deposit in a bank or elsewhere to be re- 
mitted to the Superintendent for deposit 
with the Receiver-General pending the ap- 
pointment of a trustee. 

It is recommended that the Superintendent 
be required to obtain an order from the 
Court requiring the remittance of the funds 
in the circumstances specified. 

2. Sec. 8 (13) and Sec. 163 (4)—lInitiation 

of Criminal Proceedings by Trustee 

The decision to initiate criminal proceed- 
ings should be made by the inspectors or 
by the Superintendent; and the responsibili- 
ty of the Superintendent; and be confined to 
transmitting the inspector's recommenda- 
tion to the Superintendent. 


It is therefore recommended that the two 
subsections referred to be amended to pro- 
vide that where proceedings are recommend- 
ed by the creditors, the inspectors or the 
Court against any person believed to have 
committed an offence, the trustee shall trans- 
mit such recommendation to the Superin- 
tendent for his consideration and the Super- 
intendent shall take whatever action he con- 
siders desirable. 

3. Sec. 9 (8)—Inspection of Books and 

Records of Estate 

The right to inspect the books and re- 
cords of the estate should be limited to the 
Superintendent and the inspectors. To ex- 
tend the right to others would often create 
an intolerable burden on the trustee. 

It is therefore recommended that Sec. 9 
(8) be amended to limit the right of in- 
spection to the Superintendent and the in- 
spectors. 

4. Sec. 10 (1) (a)—Power of Trustee 

To Sell Bankrupt’s Property 

It is recommended that Sec. 10 (1) (a) 
be amended to read: 

(1) The trustee may, with the permission 
of the inspectors, do all or any of the fol- 
lowing things:— : 

(a) sell or otherwise dispose of for such 
price or other consideration as the 
inspectors may approve all or any 
part of the property of the bank?upt, 
etc. etc. 

5. Sec. 13—Redirection of Bankrupt’s 

Mail 

The procedure for obtaining the redirec- 
tion of the bankrupt’s mail to the trustee 
as outlined in this section is over-compli- 
cated, and the three months’ limitation is 
not always a sufficient length of time. 

It is ‘therefore recommended that the re- 
direction of the bankrupt’s mail be effected 
upon the filing with the appropriate agen- 
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cies of a certified copy of the trustee's ap- 
pointment, for a period of three months 
from such date, and that an extension of 
such period for an additional period not 
exceeding three months may be obtained 
by application to the Court. 

6. Sec. 27—Proposals, Powers of Trustee 

In order to prevent abuse of this pro- 
cedure respecting proposals by insolvent 
persons it is recommened that a provision 
be added that upon the making of a pro- 
posal by an insolvent person, the trustee 
shall have the same powers in respect to 
the property of the debtor as an interim 
receiver has under Sec. 24 (2) or as a 
trustee has on the making of a receiving 
order. 


7. Sec. 36(1)—Proposals, Proceedings 

in Case of Default 

This subsection now provides that in 
case of default in making payment pursu- 
ant to a proposal or where the proposal can- 
not be carried out without injustice or un- 
due delay or where the Court's approval 
was obtained by fraud, the Court may, on 
the application by the trustee or by any 
creditor, set aside the proposal and make 
such order as it deems proper in the cir- 
cumstances. 

It is recommended that the right be 
given the debtor also to make application 
to set aside the proposal. 

8. Sec. 36(3)—Annulling Proposals 

This subsection provides that whenever 
the debtor is convicted of a bankruptcy 
offence a proposal may be annulled. 

It is recommended that the enactment be 
amended by insertion of the words “by the 
Court” following the word “annulled”, to 
ensure that a proposal can only be annulled 
by an order of the Court. 

9. Sec. 38(2)—Proposals by Corporations 

It is considered that the provisions re- 
specting proposals in the proposed Bank- 
ruptcy Act are superior to those contained 
in the Companies Creditors’ Arrangement 
Act, which lend themselves to manipulation 
to defeat the rights of creditors. The sug- 
gestion is therefore offered for consideration 
that the Companies Creditors’ Arrangement 
Act be amended simultaneously with enact- 
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ment of these new provisions respecting 
proposals in the Bankruptcy Act to provide 
for the utilization of a licensed trustee to 
supervise the administration of businesses 
brought under the Companies Creditors’ 
Arrangement Act. 

10. Sec. 87—Removal of Security from 

Bankrupt’s Premises 

It is recommended that an additional sub- 
section be added to Sec. 87 to provide that 
in the case of a security on movable prop- 
erty, where the creditor has valued the se- 
curity and such valuation has been accepted 
by the trustee, the trustee may require the 
creditor to remove the asset from the bank- 
rupt’s premises forthwith, and that if the 
creditor fails to do so, the trustee may sell 
the asset for the account of the secured 
creditor. 


11. Sec. 95(1) (d)—Priority of Claims 
Salary and Wages 

Having regard to provincial legislation in 
respect of vacations with pay, it is recom- 
mended that in addition to the priority of 
claim for wages, salaries, etc. to the amount 
of $500, this paragraph (d) be amended to 
give priority to an employee's portion of a 
provision for vacation with pay required to 
be set up by the employer under any pro- 
vincial legislation but not to exceed $100 
for any employee. 


12. Sec. 105—Application of Provincial 
Law to Landlords’ Rights 

Under Sec. 42 (4) a trustee has a prior 
claim to goods of the bankrupt (or the pro- 
ceeds thereof) seized under distress for rent. 

It is therefore recommended that Sec. 105 
should also except this right of the trustee 
from the application of a province's law re- 
specting the rights of landlords. 


13. Sec. 127(1)—Automatic Application 
for Discharge of Bankrupt 

This provision imposes an obligation on 
the trustee which in a great many cases will 
be quite unnecessary. Full effect could be 
given to the intention of this provision by 
simply requiring the trustee to notify the 
bankrupt of his right to a discharge and 
outlining the procedure to be taken. 

It is recommended therefore that Sec. 
127(1) be amended accordingly. 
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J. E. Smyth, C.A., Editor 


NOTES AND COMMENTS 


HAVE been thinking and talking 

about bad debts so much recently 

our friends must think we have lost our 

faith in human nature. In fact they say 

if we do not watch out, we will turn 

into one. They cannot understand why 

their dignified discussions about inven- 

tories and politics always seem to degen- 

erate to the level of bad debts whenever 
we are around. 

In our opinion the reserve for bad 
debts is about the only asset valuation 
reserve worthy of the description. It 
represents a genuine attempt to value 
assets (accounts and bills receivable) at 
an estimated realizable amount. For ob- 
vious reasons, the reserve for deprecia- 
tions does not do as well from a balance 
sheet point of view. In taking this pos- 
ition, our underlying assumption is of 
course that the descriptive words “‘asset 
valuation” imply an intention to assign 
a balance sheet value to the related as- 
sets which is meaningful in itself, apart 
from accounting conventions. 

The only other reserves likely to be 
called asset valuation reserves are re- 
serves against the valuation of inventor- 
ies and investments. In so far as they 
represent a bona fide attempt to value 
the related assets as of the balance sheet 
date, we concede they are good enough 
to associate themselves with the reserve 
for bad debts. More often than not, 
however, they are bad company. The 
moment they become some vague shot- 
in-the-dark attempt to provide against a 


future decline in the value of the rele- 
vant assets, they have forfeited their asset 
valuation status. They have become pro- 
prietorship reserves and are a part of 
shareholders’ equity. 

* * * 

All this is not to suggest we have no 
misgivings whatsoever about the reserve 
for bad debts. The reserve is just an 
estimate after all (as what reserve is 
not); and at some point in the process of 
deciding what its balance shall be, an ar- 
bitrary percentage must be applied. 

It occurs to us that the accountant who 
is confronted with the problem of analys- 
ing accounts receivable to anticipate the 
bad debts among them is in a position 
analogous to an actuary for life insur- 
ance companies. As we understand it, 
the actuary looks at lives instead of ac- 
counts and tries to decide what percen- 
tage of them will be dead. Neither the 
actuary nor the accountant can put his 
finger on a particular life or account 
which apparently is in good health at 
the moment and make a fateful forecast 
with respect to ##. Each is obliged to 
work with aggregates and with percen- 
tages derived from past experience. In 
this however the actuary, as contrasted 
with the accountant, seems to have all 
the advantage. The actuary no doubt has 
data for fifty years, the accountant for 
probably not more than ten if he consid- 
ers even that long a period. The actuary 
has the experience of thousands of lives 
to support a decision, the accountant sel- 
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dom more than a few hundred accounts. 
On top of all this, epidemics of fatal 
disease do not break out as often as bus- 
iness depressions and so human deaths 
assume a more predictable long-run trend 
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than bad debts. We make these com- 
ments’ simply to draw attention to the 
premium which is, after all, placed upon 
judgment (as opposed to formulae) in 
accounting for bad debts. 


CORRESPONDENCE 


Toronto, Ontario 

Sir: May I voice my most vigorous ob- 
jections to the “New Look” Mr. J. E. Howes 
proposed in the February issue for the 
yearly examinations, in which he recom- 
mends that “jokes” be eliminated from ex- 
amination material. 

I have always appreciated the examiners’ 
attempts to inject a little humour (if this is 
possible) into our examinations. I feel 
that such a course eases somewhat the ten- 
sion and strain under which most students 
work. 


A clever play in the wording of names 
and firms in examination questions always 
caused me to smile to myself and give 
thanks that our examiners were not so 


straight-laced that they could not unbend a 
little and indulge in these levities. 

I think we all respect the seriousness and 
importance of examinations yet is this not 
all the more reason for ways and means to 
be found to raise the spirits of the candi- 
dates? 

Mr. Howes would have us be machines, 
possessing technical qualifications only. Sure- 
ly having a sense of humour is neither dis- 
respectful to, nor incompatible with, our 
profession. 

I say, more power to the “professional 
comedians” who prepare our examinations. 

Morris Apams 


(A student inthe combined 4th and Sth 
year course). 


PUZZLE 


Using twelve coins, one of which is than the other eleven coins all of which 
false, and with three consecutive balance are exactly equal. 
weighings, definitely place the false coin (Our thanks to Mr. S. B. Cheeseman, 
and state whether it is heavier or lighter Ostawa. Solution next month.) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 
of course the personal views and opinions of the various contributors. They are designed 
not as models for submission to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. Discussion of solutions 
presented is cordially invited. 
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Problem 1 
INTERMEDIATE EXAMINATION, NOVEMBER 1948 
Accounting I, Question 3 (15 marks) 


The Bicker-Barter Trading Company Limited began production on Ist January 1947, 
with 2,000 Ibs. of raw materials purchased at $5.00 per Ib. on 31st December 1946, 

An examination of the books of account and the stock records for the 4 months ended 
30th April 1947, gives the following information: 

Purchases 
15th January 
; 31st January ....... 
ist February—1,200 Ibs. at $6.00 15th February ................ 
28th February 
Ist March—1,320 Ibs. at $8.10 15th March 
31st March . 
Ist April—1,400 Ibs. at $7.05 15th April 
30th April acl 700 

On 30th April 1947, the market price of the raw materials was $6.50 per Ib. 

Sales for the four months amounted to $55,000. 

The Company has not yet adopted a method of pricing materials from stores, but 
the directors are considering the following methods: 

Average price 

First-in, first-out 

Last-in, first-out. 
Required: 

Prepare perpetual inventory records using each of the three above methods, and by 
means of a comparative trading statement show the effect of each method on the gross 
margin on sales, 

The closing inventory at 30th April 1947, is to be shown on the balance sheet at the 
lower of cost or market, and the necessary write-ups or write-downs under each of the 
three methods reflected on the trading statement. 


Solution 


BICKER BARTER TRADING COMPANY 
COMPARATIVE PERPETUAL INVENTORY RECORDS 
For the four months ending 30th April 1947 
AVERAGE COST 
In Out Balance 

Date Units Amount Units Amount Units Amount 
lst January 2000 @ $5.00 $10,000 2000 @ $5.00 $10,000 
January 1200 @ $5.00 $ 6,000 800 @ 5.00 4,000 
lst February 1200@ 6.00 7,200 2000 @ 5.60 11,200 
February 1320 @ 5.60 7,392 680 @ 5.60 3,808 
Ist March 1320 @ 8.10 10,692 2000 @ 7.25 14,500 
March 1400 @ 7.25 10,150 600 @ 7.25 4,350 
1st April 1400 @ 7.05 9,870 2000 @ 7.11 14,220 
April 1400@ 7.11 9,954 600@ 7.11 4,266 


$33,496 
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FIRST-IN-FIRST-OUT 








Ist January 2000 @ $5.00 $10,000 2000 @ $5.00 $10,000 
January 1200 @ $5.00 $ 6,000 800 @ 5.00 4,000 
1200 @ 6.00 
lst February 1200 @ 6.00 7,200 800 @ 5.00 11,200 
800 @ 5.00 
February 520 @ 6.00 7,120 680 @ 6.00 4,080 
1320 @ 8.10 
Ist March 1320@ 8.10 10,692 680 @ 6.00 14,772 
680 @ 6.00 
March 720 @ 8.10 9,912 600 @ 8.10 4,860 
1400 @ 7.05 
Ist April 1400 @ 7.05 9,870 600 @ 8.10 14,730 
600 @ 8.10 
April 800 @ 7.05 10,500 600 @ 7.05 4,230 
$33,532 
LAST-IN-FIRST-OUT 
Ist January 2000 @ $5.00 $10,000 2000 @ $5.00 $10,000 
January 1200 @ $5.00 $ 6,000 800 @ 5.00 4,000 
800 @ 5.00 
Ist February 1200 @ 6.00 7,200 1200 @ 6.00 11,200 
1200 @ 6.00 
February 120 @ 4.00 7,800 680 @ 5.00 3,400 
680 @ 5.00 
Ist March 1320 @ 8.10 10,692 1320 @ 8.10 14,092 
1320 @ 8.10 
March 80 @ 5.00 11,092 600 @ 5.00 3,000 
600 @ 5.00 
ist April 1400 @ 7.05 9,870 1400 @ 7.05 12,870 
April 1400 @ 7.05 9,870 600 @ 5.00 3,000 
$34,762 
BICKER BARTER TRADING COMANY 
COMPARATIVE TRADING STATEMENT 
For four months ended 30th April 1947 
AVERAGE COST FIFO LIFO 
Sales $55,000 $55,000 $55,000 
Inventory 31/12/46 $10,000 $10,000 $10,000 
Add. Purchases 27,762 27,762 27,762 
37,762 37,762 37,762 
Less Inventory 31/12/47 4,266 33,496 4,230 33,532 3,000 34,762 
Gross margin on sales ~~ $21,504 $21,468 $20,238 
Less write-down of 
Inventory to market 366 330 (900) 
Trading Profit $21,138 $21,138 $21,138 


TT TTT ST = STREETS 
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Problem 2 
FINAL EXAMINATION, NOVEMBER 1948 
Accounting 1, Question 3 (20 marks) 

The Utility Instruments Limited was incorporated and commenced operations Ist 
January 1947. After 21 months’ operations the company is faced with insufficient working 
capital even though profits for the last nine months exceeded $60,000. After an interview 
with the president of the company, it is decided that the auditor should make such investi- 
gation as he considers necessary to determine what has become of the company’s funds since 
incorporation and submit a suitable report. 

He has been the auditor of the company since its formation and has just completed 
his audit of the following interim statements for the nine months ended 30th September 
1948. 

UTILITY INSTRUMENTS LIMITED 
BALANCE SHEET 
As at 30th September 1948 











ASSETS 
Current: 
I i hans dienes santos secgperssuneednig dapeabiad bP kins $ 506 
Notes receivable ..............00:cc0cccceee ee xs tacts 29,500 
PCOMAENE. SOCTITTINE .....0..02.0-.seersrersesnessssesecsen $50,000 
Less: Reserve for doubtful accounts ..............0....ccccee 1,500 
48,500 
Inventories, valued at lower of cost or market value .......... 40,000 
os $ 118,500 
Fixed: 
Land—as per appraisal of Reliable Appraisers Limited 
ot Bist Daeiies 1967 5.6556. 5eG. Sh 190,000 
Buildings as per appraisal of Reliable Appraisers Limited 
at 31st December 1947 :: Saeecctaats 500,000 
Machinery—at cost ........... . 300,000 
990,000 
I hia nskaeatie Bo cace es deiatd ' 100,000 
I SEIN 5.0555 vended ee dode scnsiiatys eon evs cgpanouehabich rec RGd SOT 1,000 
Deferred charges: 
SN IN oo < sccesa las ovangssaxcnchenrtaninincoaceee ber<vrgracg oust 10,000 
$1,219,500 
LIABILITIES 
Current: 
Bank overdraft ...... satus iealguttardsssabacetsarsts $ 20,000 
Accrued liabilities ....... . von teat ND co cevssiusers 5,000 
Accounts payable ... 50,000 
$ 75,000 
Reserve for depreciation ..........0...0.0...cccccccccceeceeseseeeseees 83,000 
First mortgage bonds ..... de Scenes enitpb ered pomen accel sR 400,000 
Capital: 
5% Cumulative preference authorized and issued 2,000 
NN Ue AE: VOI yoshi hack is 200,000 
Common authorized and issued 40,000 shares no par value 400,000 
—-- 600,000 
eh ii ci son ga snes aispsaccah bis cteel samsiaamicebepni aes Pomme ail 61,500 
$1,219,500 
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STATEMENT OF SURPLUS FOR THE NINE MONTHS 
Ended 30th September 1948 


Rie, SAGE MOONE EET ocx. fitescss-crcsceasscee cores ozessvedscosevecess es $ 43,000 
Add: Profit on sale of machinery .........0...0.00..0000:ccee .. $10,000 
Net profit for the period ........ SOA Bue o2290...00 aa 60,500 

—_—_— 70,500 

$ 113,500 
Deduct: Fire loss—machinery ....... jgnethe Ai Se} Sepee0 
NMS RE, OOK ETO NESS BeOS REECE OU Le aneaicee 25,000 

52,000 

Balance, 30th September 1948 .0......0.....ccece be cds SE i aiaoes $ 61,500 


An inspection of his working papers reveals the following: 
(1) Surplus Statement for the year ended 31st December 1947. 


Se a I NUE NINE Soils ssw wie centbcemmernaemcepeverseieos $ 58,000 
Write up on appraisal of building «0.00.0... 50,000 
Witte*ap on appretesl Of “fend 6.00 022..6o5osc ices. 60,000 
$ 168,000 
Less: Goodwill written off .......... BS ALTE. $ 100,000 
Dividends _................ heath Saget tack bo SM dra Te 5 yh ee 25,000 
125,000 
$ 43,000 


(2) First mortgage bonds were issued at a discount, the price being $97.50. 

(3) 5% Preferred stock was issued at par for the acquisition of land prior to appraisal, 
and the balance issued for cash. 

(4) Common stock was issued at $10.00 per share for goodwill, the balance being 
issued for cash. 

(5) The asset on which a profit of $10,000 was realized, cost $25,000 and was sold 
for $32,500. Depreciation had been charged at the rate of 10% per annum for 
one year based on cost. 

(6) The fire loss occurred one year after installation; depreciation thereon had been 
accrued at the rate of 10% per annum. 

Required: 

Write the letter the auditor would send to the president of the company. Include such 
statements as will most clearly reveal the nature of the funds which have become available 
to the company since its inception and the manner in which these funds have been used. 


Solution 
ND cia ssc sextarees eee 
Date..... 
To the President, 
The Utility Instruments Limited. 
Dear Sir: 

In accordance with your instructions we have made an investigation into the financial 
affairs of your company in order to determine what has become of the company’s funds 
since incorporation. 

The investigation was confined to an analysis of the interim audited balance sheet 
at 30th September 1948 and the surplus statements for the year ended 31st December 1947, 
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and the nine months ended 30th September 1948. Information obtained during the course 
of our audits was available for use where necessary. 

Attached is a statement covering the period of 21 months from incorporation on Ist 
January 1946 to 30th September 1948, showing the various sources from which funds 
were secured and the manner in which your funds were expended. The statement shows 
that during the period funds aggregating $899,500 were made available from the sale of 
capital stock, the issue of bonds, disposal of machinery, and earnings before provision for 
depreciation. During the same period buildings and machinery were acquired through an 
expenditure of the company’s cash resources of $805,000 After the payment of dividends 
there remained a balance of $44,500 representing investment in working capital and de- 
ferred charges. 

It would appear from a review of this statement that the shortage in working capital 
can be largely attributed to your heavy investment in fixed assets during the period 
reviewed. 

It would appear that the shortage of current capital will be partly relieved by the 
completion of the capital construction program and by a more conservative dividend 
policy over the near term. 

-, We shall be pleased to furnish any additional information if required. 
Yours faithfully, 
GREEN & WHITE 
Chartered Accountants 


THE UTILITY INSTRUMENTS LIMITED 
STATEMENT OF SOURCE AND APPLICATION OF FUNDS 


For the 21 months ended 30th September 1948 


Funds were acquired as follows: 
Sale of common stock 


Issued for cash 20,000 shares @ $10.00 per share ..... je $ 200,000 
Sale of preferred stock . 
Issued for cash 700 shares @ $100.00 per share ................. 70,000 
Sale of first mortgage bonds .................::ccccceeeeeeees RAPA 390,000 
Sale of machinery .... ask RAL SO i GA baht a2 Sitteies 32,500 
Profits for the period .... Sudsnees ea 
Add: Charges to profits not involving cash - Depreciation ...... 88,500 207,000 
$ 899,500 
Funds were applied as follows: 
Purchase of buildings . Beier it cate rt aineeiseiei tt: ae 
Purchase of machinery ............ Bs cote cs Pacer onc onndaynectnte camer 355,000 
IN NE TRUE ooh tesn sacs ccet i vokctsin ac sobehprpt eters snsalocloe settee 50,000 855,000 
Funds invested in working capital SndeysskersagiQasee taspcosjanttel on tigs $ 44,500 


Editor’s Note: “Unexpired insurance - $1,000" could be shown as an application of funds 
since it is not included in the current assets on the balance sheet presented in the problem. 
The working capital at September 30, 1948 would then be taken as $43,500 instead of 
$44,500. 
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Problem 3 


FINAL EXAMINATION, NOVEMBER 1948 
Accounting I, Question 4 (20 marks) 
The following quotations are taken from the financial statements of public companies 

published in 1948: 

(a) “The larger volume of business being done by your Company, coupled with enhanced 
labour and material costs and irregular deliveries of supplies and components, has 
resulted in a considerably increased gross value of Inventory. Your Directors, there- 
fore, decided that it would be prudent to transfer from Earned Surplus to Inventory 
Reserve an amount of $ (A) , bringing the total of this Reserve, as at 31st 
December, 1947, to $ (B) , which is considered ample to provide for 
any foreseeable shrinkage in inventory value due to deflation or other causes.” 

On the Balance Sheet the Inventory was shown under Current Assets in the following 
manner: 

“Inventories of manufactured stock, etc., valued at cost or lower (less reserves of 

$ (B) Be en Brtceccrssteis constant cosenes $——__——-”. 


(b) “Our depreciation charges totalled $........................ They are based on the original 
cost of plant and equipment not what it would cost to replace these facilities. If 
depreciation were figured on today’s replacement costs, the charges would be higher 
and our earnings of course would be correspondingly lower. 

“Accruing depreciation on pre-war values while paying inflated prices for necessary 
replacements is a problem facing all industry as well as our own Company. Deprecia- 
tion charges are simply not adequate, in these times, to provide enough funds to 
satisfy the continuous and essential need of keeping our property and equipment 
up-to-date.” 

(c) “The sale of the securities above referred to not only resulted in the realization of 
profits as shown, but also resulted in the recovery of Investment Reserves—created 




















in 1933—to the extent of $.....0..00000....... , which amount was treated as Capital Sur- 
plus and used to write down the book value of land, forming part of the Fixed 
Assets.” 

Required: 


Having in mind accepted accounting practices, discuss critically the action or attitude 
revealed by each of the foregoing quotations. 


Solution 


(a) The propriety of earmarking part of the earned Surplus as a specific provision against 
a future decline in the value of the inventory cannot, under present conditions, be 
disputed. However, this reserve is against a contingency which may or may not 
arise, and until the event takes place is, in fact, a segregation of surplus. In this case, 
they have treated it as a valuation account in determining the value to be given to 
the inventories, in much the same manner as the allowance for bad debts is taken 
to reduce the book figure of receivables in order to arrive at the estimated collections. 
This has the result of understating the value of the inventory, thus current assets, thus 
total assets, and correspondingly understating the total shareholders’ equity. 

In addition to the propriety of showing a proprietorship reserve in current assets, 
there is ground for criticism in the quotation from the balance sheet which shows 
“the inventory of manufactured stock, etc., at cost or lower (less reserves)”. This 
implies a cost basis or less. How much less is not stated nor is it related to market 
value, the usual criterion when values of inventories are shown below cost. This is a 
secret reserve and though revealed in its nature it is not referred to in the report nor 
stated in amount. This is or may be a serious omission from the statement and it is 
not in accordance with the best accepted practices. 








(b) 1. 


(c 


~— 
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Depreciation is the means whereby the cost of a fixed asset is charged against 
operations over the useful life of the asset. It has, therefore, no relation to replace- 
ment cost. 

2. Depreciation is not an “accruing”, rather it is an amortization. Accruing has the 
sense of bringing in, while depreciation is writing off what has already been 
spent. 

3. If “inflated prices are paid for necessary replacements” then these prices will result 
in an increase in depreciation in the periods following the replacements at the in- 
creased price. In any event, replacement at inflated prices will not be undertaken 
unless there is reasonable expectation in the light of all circumstances at the time, 
that such expenditure will be profitable. 

4. It does not seem reasonable to understate current profits because of anticipated 
higher replacement costs of fixed assets, when a possible consequence thereof 
will be to overstate future profits. 

5. Depreciation charges do not provide funds at any time. 
depreciation merely facilitates sound fiscal management. 

6. The quotation seems to indicate a misinformed attitude towards the question of 
depreciation so far as accounting terminology defines depreciation. 

It is hard to understand why the excess of the selling price of the investments over 

the book value was treated in part as a profit on sale and in part as a realization of an 

“Investment reserve”. The reasonable course would be to regard the whole amount of 

the excess as a profit. 

The transfer of the Investment Reserve or a part of the profit on the sale of 
investments to Capital Surplus is of highly questionable validity. 

The use of capital surplus, or any other surplus, to arbitrarily reduce the value 
given to the land is incorrect. This has been done, apparently, under the misguided 
concept that “conservation is a virtue” and results only in an understatement of -the 
assets and the shareholders’ equity. 

If the land is used as a building site, which seems likely from the context, account- 
ing practice does mot consider it necessary to amortize or write-down the value 
thereof. 


Proper accounting for 


Professional Notes 


ALBERTA 


Nash & Nash, Chartered Accountants, Ed- 
monton, announce that Mr. Bryant D. 
Richards, C.A., has been admitted to part- 
nership and will manage the Grande Prairie 
branch of the firm. 

ae. e 

Clarkson, Gordon & Co., Chartered Ac- 
countants, announce the opening of an office 
at 809 Lancaster Building, Calgary, with Mr. 
Mervyn G. Graves, C.A., as resident partner, 
and Mr. Eric Richardson, C.A., as consultant. 
This firm will conduct the former Calgary 
practice of Richardson & Graves, Chartered 
Accountants. 


ONTARIO 


Mr. Louis I. Powell, C.A., announces the 
removal of his office to 438 Adelaide St. W., 
Toronto, Ont. 


* * * 


Clarkson, Gordon & Co., Chartered Ac- 
countants, Toronto, announce the admission 
into partnership of Messrs. H. Marcel Caron, 
C.A., Montreal, R. W. E. Dilworth, C.A., 
Toronto, M. G. Graves, C.A., Calgary, K. 
W. Lemon, C.A., London, and R. M. Parkin- 
son, M.B.E., C.A., Montreal. 





THE CANADIAN CHARTERED ACCOUNTANT 


Is your instruction in 


mechanized accounting 
up to the minute? 


If you'd like a quick review of the latest developments and trends in 
mechanized accounting, your local National representative will be more 
than glad to run over the whole situation with you. 


Since today's complete line of National Accounting Machines blankets 
practically the entire field of mechanized figure-work, he is able to give 
you an unusually rounded view of the actual requirements of the busi- 
ness world today . . . requirements which have resulted in making at 
least a reasonable familiarity with the operation of Nationals an im- 
portant qualification for employment. 


Phone your local National repre- 

sentative and have him come over for a 

a talk with you. Or, write to The MNattorntal 
National Cash Register Company of Be ee 


Canada, Limited, 222 Lansdowne Ave., 
Toronto, Ontario. 


THE NATIONAL CASH REGISTER COMPANY OF CANADA _ LIMITED 
Head Office - Toronto Sales Offices in Principal Cities 





When You:Complete the Design of 
A SPECIAL 


ACCOUNTING FORM 


— Then you are ready for technical assistance in pro- 
ducing the form exactly as visualized. 


You can discharge your responsibility to your client 
by placing such special forms in the hands of Grand & Toy. 


Our staff has exceptional experience to draw upon— 
plus all the facilities of a plant with modern equipment. 


Careful attention is given to secure accuracy in every 
detail. Often, practical suggestions can be made. And, 
you have a full choice of processes — printing, ruling or 
lithographing. 


COLUMNAR SHEETS FOR DESIGNING FORMS 

Busy accountants appreciate the time that can be 
saved by using Grand & Toy’s ready ruled columnar sheets. 
The basic part of your designing job is already complete. 
Columnar sheets are carried in a wide variety of sizes and 
rulings. 


For information on printing, ruling or lithographing 
special accounting forms, or details of Grand & Toy’s 
columnar sheets, telephone ELgin 6481, write us, or 
visit any of our three Toronto stores. 





Fhe 


Assurance Company 


The Pioneer of Life Assurance in Canada 


For over 100 years, the Standard Life has been 
serving Canadians, and is proud to include among its 
clients many of the largest and best known Companies in 


Canada. 


The Standard specializes in all forms of Life 


Assurance and Pension Plans. 


Head Office for Canada 


MONTREAL 


ONTARIO BRANCHES OFFICES 
TORONTO—80 King St. W. Gordon B. Coyne, Branch Mgr. 
HAMILTON—126 King St. E. J. A. Wright, Branch Mgr. 
OTTAWA—46 Elgin St. L. Whitney Spratt, Branch Mgr. 
LONDON—365 Richmond St. R. W. Porter, Branch Mgr. 





